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@ When you are asked to recommend an 
accounting course, the educational back- 
ound of the International Accountants 
iety, Inc., will give you complete confi- 
dence. The five men composing our Execu- 
tive Educational Committee are respon- 
sible for [AS educational policies and activ- 
ities. The sixteen Certified Public Account- 
ants composing the IAS Faculty prepare 


Zonfidlence 


time, others part time, to LAS work. Our 
Advisory Board consists of forty outstand- 
ing Certified Public Accountants, business 
executives, attorneys, and educators, who 
counsel with the IAS Management, on 
request, about technical accounting, edu- 
cational, and business matters. 


The uniformly high caliber of these men 





text material, give consultation service, or 


is eloquent testimony to the quality of 
grade examination papers. Some give full 


IAS training. 
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Your Office Manager —“Y ou wouldn't 
believe the space it saves. One hand- 
ful of Burroughs microfilm takes the 
place of 24 full drawers of files!” 





Your Auditor—“And Burroughs 
Microfilming saves me headaches, 
too. That's because it records every- 
thing with photographic accuracy.” 


Your Empleyees—“You wouldn't be- 
lieve the time it saves. Why—with 
checks, for instance—I photograph 
both sides as fast as six per second!” 





Your Lawyer—Don’t forget the pro- 
tection Microfilming gives. It's the 
best safeguard against documents 
being altered, stolen or misfiled.” 





Your Treasurer—“You wouldn't be- 
lieve the money it saves. Pays for 
itself in no time by savings in labor, 
rent, filing equipment and grief.” 
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Smartly styled recorder—one of the 
units in a modern line of microfilm 
equipment built by Bell & Howell, 
sold and serviced by Burroughs. 


Everybody benefits from Burroughs Microfilming ! 


Yes, Burroughs Microfilming saves space, 
time, money. It gives you accuracy and 
protection. But that’s not all. 


Burroughs’ 60 years of solving business 
problems by machine assures you business- 
like recommendations. If Microfilm won't fit 
into your over-all office operation — we'll say 
so. If we say it will you can know 
it’s a sound recommendation. 


=" 


Burroughs world-famed service organization 
will make sure your microfilm equipment is 
kept in perfect operating condition. 


Microfilm equipment sold by Burroughs is 
built by Bell & Howell, the leader in quality 
photographic equipment. See for yourself 
how Burroughs Microfilming can help your 
business. Burroughs Adding 
ee Machine Co., Detroit 32, Mich. 
Burroughs 
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EXTRA DIVIDEND 


The service with which a bank 
provides its customers is taken 
for granted by the average busi- 
ness man. Indeed he expects 
good service. But when you sup- 
ply him with checks lithographed 
on quality safety paper the subtle 
compliment paid him is sure to 
register. He'll consider it an 
“extra dividend.” It has the effect 
of enhancing the natural pride a 
man has in his banking connec- 
tion. This fact has doubtless en- 
tered into the choice of La Monte 
Safety Papers by a long and 
imposing list of the nation’s 
banks, including a substantial 
majority of the 300 largest. 
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"Yes, this NEW National instantly computes payroll tax deductions!" 


This NEW National 
Payroll-Accounting 
Machine cuts costs 


to a NEW low with 
~ NEW time-and-mon- 
ey-saving features. 


NEW! Automatic Multiple-Tax Computer... 
instantly computes variable tax deductions, 
eliminating this costly pre-payroll work. 
NEW! Automatic control of Federal Insur- 
ance Contribution deduction limit. 


NEW! 4 to-date-balances of Earnings and 
Deductions . . . with total hours-to-date 
available. 


NEW! 15 classification totals for Earnings 
and Deductions. 


NEW! 50 totals . . . forty-six available for 


direct Analysis and Distribution. 

PLUS many other National features that slash 
accounting costs . . . eliminate overtime... 
simplify payroll work. 

There are National Machines suited to every 
type of business . . . large or small. National 
Machines soon pay for themselves out of 
the money they save (often the first year) 
then continue these savings as bendeoens 
profit every year. 

Let the local National representative . .. a 
trained systems analyst . . . show you how 
much you can save with the National Ac- 
counting Machine, Cash Register or Add- 
ing Machine suited to 
your needs. Or write the 
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THE PRESIDENT’S PAGE 


INCE the last issue of the “Internal Auditor” Christmas and the 
New Year are behind us and many of us are busy with our com- 
panies’ annual closing. 


Generally, the turn of the year is when most people take the oppor- 
tunity to review their work in the year past and to consider changes and 
improvements in light of past experience. However, I think we should 
never restrict such reflection to the end or beginning of a year, but we 
should always be thinking of hdw we can improve our service to our 
managements. 


Your officers and committees have been very busy in the last few 
months completing and putting into operation some of the things we 
have been talking and thinking about since the annual conference. 

Brad Cadmus and Art Child have made real progress on a book on 
Internal Control; and revision of other educational material should be 
completed as this issue goes to press. These should put the finishing 
touches on the educational program and we will be able to forge ahead. 
The American Accounting Association has indicated its willingness to 
assist us in promoting internal auditing courses in our educational insti- 
tutions. The friendly cooperation of this association is indeed welcome 
and will help greatly in achieving our aims. 


The complexities of doing business in these times afford the internal 
auditor ample opportunity to demonstrate the versatility of his service 
to management. However, they also tax the maximum of his ingenuity 
and business judgment in providing it at the right place and time at a 
reasonable cost. To do this, it is paramount to strive for a fuller under- 
standing of management’s problems so that the available time can be 
spent most efficiently. The opportunity to be of service is unparalleled 
and internal auditors everywhere can and are proving their worth by 
meeting the challenge that this opportunity affords. 


—Hers Coss. 




















IBM Electronic Machines today are simplifying 
the tremendous accounting job of business. 


Electronic tubes enable these machines to 
process huge quantities of accounting and statis- 
tical data at speeds unprecedented in business 
—and with uncanny accuracy. Results range 
from the performance of day-to-day accounting 
to the solution of the most complex computing 
problems. . . on an up-to-the-minute basis. 

With the flexibility and speed of these ma- 
chines at its command, business management 
has at its fingertips information about every 
phase of operations. 


FASTER 


ACCOUNTING 


Electronic Business Machines 





INTERNATIONAL BUSINESS MACHINES 
590 Madison Avenue, New York 22, New York 








A PROGRAM FOR EFFECTIVE 
INTERNAL CONTROL 


By VICTOR Z. BRINK 


Good internal control (defined here as the over-all efficiency of the 
financial department of a business) requires good theory and at the 
same time it must be adapted to the needs of each particular situation. 
Its methods and standards must be changed continuously as the needs 
evolve. 


Here is a description of the way one large company, the Ford Motor 
Company, met this problem when its operating responsibilities were 
suddenly decentralized. 





A STARTING POINT for a discussion of a program for effective 
internal control may well be what we mean by the term internal 
control. Actually, internal control is a term which means quite different 
things to different people. To some people it has a rather narrow mean- 
ing, more synonymous with fraud prevention. To others it carries a 
meaning of bookkeeping efficiency. Other people view it more broadly 
as meaning the over-all efficiency of the financial department of a com- 
pany. Then there are others who give it a still broader meaning and 
relate it to over-all internal efficiency of the entire business organiza- 
tion. Each approach has its particular points of merit but, for the time 
being, we will consider it as describing financial department efficiency 
and later we will examine this concept in some greater detail. 


Our understanding of internal control may perhaps be somewhat 
further clarified by distinguishing internal control from internal check 
and internal auditing. In the past these terms have been used somewhat 
synonymously and interchangeably, although in the more recent lit 
erature their separate meanings have been more clearly recognized. 


Internal check is, of course, the narrower term. Properly used, this 
term should be applied to describing the characteristics of an accounting 
system which make for internal accuracy, efficiency and general integ- 
rity of the results. Internal auditing, on the other hand, is something 
distinct from the financial accounting system which exists as an inde- 
pendent appraisal activity. (In this connection, many things frequently 
called auditing in a company are really part of the accounting operation 


7 








8 The Internal Auditor 


itself.) Internal control, on the other hand, is the broadest term of all 
and refers to the over-all efficiency of the financial department. As such 
it includes both the accounting system and the independent internal 
auditing activity. 


Let us next examine briefly the question of who in the business 
organization has the responsibility for the development and mainten- 
ance of effective internal control. To be consistent with the tentative 
definition already outlined, the primary responsibility would appear 
to be that of the chief financial officer. The chief financial officer in a 
particular company may bear the title of Vice-President—Finance, Con- 
troller, or Treasurer. This chief financial officer, in turn, to a consider- 
able extent delegates this responsibility downward through the officer 
who is the head of the accounting organization. However, internal con- 
trol involves various procedures and activities in addition to accounting 
and involves other operating personnel as well as those individuals 
engaged solely in accounting and financial activities. Because of this 
fact, the considerable direct responsibility for effective internal control 
rests with general management. 


The internal auditor also has certain responsibilities in this area. 
His responsibilities are chiefly of an appraisal and advisory nature. 
They are related directly to his technical qualifications and to his 
detached organizational status which enables him to view the other 
elements of the system of internal control in a more objective fashion. 
Finally, the independent public accountant also has an appraisal respons- 
ibility since his review of the system of internal control is an integral 
part of the examination which provides the basis for his independent 
professional opinion. 


With this preliminary background, let us examine in somewhat 
more detail the underlying theory of effective internal control. As a 
starting point, we may well turn to the definition contained in the 
recent bulletin on internal control prepared by the American Institute 
of Accountants. This definition is as follows: 


“Internal control a the plan of organization and all of 
the coordinate methods and measures adopted within a busi- 





MR. V. Z. BRINK is Assistant Controller of the Ford Motor Company. Prior 
to this connection he was a partner of West, Flint & Company (now MacLaren, 
Goode, West & Company), Certified Public Accountants, New York, and prior to that 
an Associate Professor of Accounting at Columbia University in New York. During 
World War II he held the rank of Lieutenant Colonel and was Chief of the Contract 
Audit Branch of the Offices of the Fiscal Director, Army Service Forces. 


_ Mr. Brink is the author of the book “Internal Auditing” and other accounting 
articles. He is one of the founders of Tue Instirure or INTERNAL AuprTors and has 
served as its National President. 
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ness to safeguard its assets, check the accurac he and goes pad 
of its accounting data, promote operational e «omg and en- 
courage adherence to ‘prescribed managerial policies.’ 


You will notice that this definition is quite broad, especially in its 
reference to the promotion of operational efficiency and encouraging 
adherence to prescribed managerial policies. It is a rather far cry 
from the early definitions of internal control which emphasized fraud 
detection and prevention and the checking of the clerical accuracy of 
the bookkeeping—definitions, as a matter of fact, which were at one 
time sponsored by the same Institute. It is possible, however, that the 
current definition was not intended to encompass areas where the 
chief accountant or financial executive has only limited responsibility. 
For example, operational efficiency and prescribed managerial policies 
would normally include such matters as quality control, inspection of 
product and general production activities—all of which matters are 
frequently somewhat beyond the responsibility of the financial execu- 
tive of an organization. The foregoing definition of internal control 
might therefore be somewhat modified to make it fit the concept of 
financial department efficiency which we are using herein. Such modi- 
fied definition might read as follows: 


“Internal control refers to the design and utilization of all 
of the means whereby, from a financial standpoint, manage- 
ment is enabled most effectively to safeguard the company’s 
assets, administer the current operations and plan for the 
future.” 


Let us turn next to a consideration of some of the elements of 
effective internal control. In this connection we might first consider 
what we mean by principles of internal control. Actually, many of the 
so-called principles are really not principles at all. Thus, for example, 
the stipulation that one who receives cash should not have access to 
the related accounting records is really a statement of preferred pro- 
cedure to conform to a principle, rather than being a principle itself. 


We might say that there is only one basic principle of internal 
control, and that is the principle of checks and balances. This means 
simply that one action process is checked, proved, restrained or other- 
wise subjected to the influence of another action process operating 
independently of the first. This is, of course, a principle which can 
involve any kind of an action process and which can be applied at any 
organizational level and in a countless number of ways. At its lowest 
level the principle may be employed by a single individual—a book- 
keeper let us say—when he adds the columns of a register and then 
cross-foots the totals of those columns to the total of a control column. 
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At a somewhat higher level the principle is applied within a single 
department by having the work carried out by one employee auto- 
matically cross-checked by the work of a second employee operating in 
an independent manner and possibly with data flowing from an inde- 
pendent source. At a still higher level the principle is applied as between 
departments as, for example, where the receiving department operates 
as a check on the activities of the purchasing department. A still broader 
type is the operation of the internal auditing department as a check on 
the operations of the accounting departments. At its highest level the 
principle is applied on a broad functional basis. The legal department, 
for example, makes certain checks on the financial department, and the 
financial department on the sales department. When a large organiza- 
tion is decentralized, the activities of one division serve as a check on 
the other division, especially when the individual divisions have their 
own profit performance responsibilities. Another more general illustra- 
tion is the proving ground of an automobile company acting as a check 
on the efficiency of the engineering organization. 


Once we recognize the foregoing broad principle of internal control, 
it follows that the development of effective internal control consists 
substantially in measuring and appraising the application of this prin- 
ciple to the various segments of the operations. However, as a basis for 
this measurement and appraisal we need guide posts, more commonly 
referred to as standards. These standards enable one to judge the extent 
to which particular operations or procedures involve supplementary 
risks or possible reductions in efficiency. The particular standards can 
be broad or refer to special areas or activities. Let us take, for example, 
the area of cash control. Here the standards of effective internal control 
include such matters as separating the flow of cash receipts and cash 
disbursements, depositing all incoming cash receipts intact daily, and 
establishing a record of accountability at the earliest possible moment. 
These and other standards, of course, are all subject to the practical 
test of comparing the cost with the particular risks involved, the import- 
ance of efficiency, and the requirements of a given management group. 


Standards of this type can also be applied to areas of the financial 
operations which are not directly accounting. For example, in connec- 
tion with the financial control of product design, the standards include 
a cost target consistent with the price at which the product will have 
to be sold in its established market. The standards also include the activ- 
ity of seeing that current design changes are reflected in revised cost 
estimates and then related to the cost target, and that proper action is 
taken to keep the design plans in line with the cost target. 
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Our consideration of the elements of effective internal control takes 
us next to factors of attainment. By factors of attainment we mean cer- 
tain broad techniques which provide the best setting both for the devel- 
opment of internal control standards and for attainment of performance 
in accordance with such standards. The first of these factors is the 
development of an appropriate organizational plan. This organizational 
plan includes the delegation and assignment of duties in such a manner 
that individuals know their responsibilities, and are in a position to carry 
them out. A good organizational plan is normally expressed in published 
organizational charts and written manuals outlining the scope of re- 
sponsibilities. Unless this is done, confusion is likely to result, accounta- 
bility for performance undermined and effective internal control thus 
made impossible. 


A second important factor of attainment is the development of poli- 
cies and procedures which recognize and comply with good internal 
control standards. Such policies and procedures also should be clearly 
stated in writing and be available to all in manuals. Much depends 
upon the clearness of presentation of such policies and procedures and 
their effectiveness can be maximized through the use of flow charts 
which specifically identify the major internal control features. 


Another important factor of attainment involves personnel. In the 
last analysis, policies, procedures and operations are carried out by 
people and are affected by the problems of human relations. This means 
in the first instance that individuals must be carefully selected, giving 
adequate consideration to the particular qualifications required. Secon- 
ly, the personnel must be properly trained, especially in those areas 
where the practices of the industry or the particular company are 
unique. Finally, there must be adequate attention to employee rela- 
tions, including working conditions, employee benefits and promotional 
programs. 


A particularly important factor of attainment is aggressive fol- 
low-up of all indicated deficiencies in the system of internal control. 
In any normal business operation such deficiencies are continuously 
coming to light. The deficiencies, however, are not as significant in them- 
selves as is their recurrence in the future. 


Finally, internal auditing is an important factor of attainment. 
When properly placed in an organization and staffed with competent 
individuals, the internal auditing activity is the most practical means 
of appraising and developing recommendations for the improvement 
of the system of internal control. However, the effectiveness of internal 
auditing depends upon management not only giving the activity proper 








12 The Internal Auditor 


support but also following up in an aggressive manner the conclusion 
and recommendations developed by the internal auditing group. 


Up to this point we have dealt entirely with the theoretical aspects 
of internal control. We have defined it, discussed the underlying prin- 
ciple, and considered the factors of attainment. Now I should like to 
indicate the application of these ideas to a particular business—my 
own company. 


From a long-run standpoint, our plan for the development of a 
program of effective internal control is the continuous study and appli- 
cation of the principle through standards and through strengthening the 
factors of attainment previously outlined. All of the procedures, policies 
and organizational changes which are continuously being developed, are 
in each case studied from the standpoint of effective internal control. 
The internal control features are, of course, only one of the considera- 
tions that must be given to a particular problem. However, our objec- 
tive is to see that the internal control aspect is properly understood and 
considered and that we achieve the highest standards practicable in each 
situation. Since this is a continuing program it is one that will never 


really be finished. 


In addition to this continuing program, we have in recent months 
carried out a special and supplementary type of program. The need for 
this special program came about through the discovery of some fraudu- 
lent activities in several of our parts depots. These particular events led 
us to feel that some special effort was warranted to alert the entire organ- 
ization as to internal control responsibilities and to accelerate the devel- 
opment of basic internal control procedures and policies in our rather 
recently decentralized field operations. 


Our first move was to develop in our accounting policies and sys- 
tems department a set of training materials for use throughout our 
company. These materials as finally developed included: 


(a) A copy of the booklet on internal control prepared by the 
American Institute of Accountants. 


(b) A-specially prepared memorandum dealing with the standards 
of internal control as applied particularly to our company. 


(c) An agenda for two meetings which was to include both finance 
and management personnel and for two additional meetings 
of finance personnel alone. 


(d) A check list on internal control features, specially designed 
to cover our company operations. 


(e) Nine flow charts showing representative company internal 
control procedures in the major procedural areas. These charts 
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were to be used by the field personnel as a general guide 
for the preparation of similar charts covering their own activi- 
ties in the same areas. 

(f) A time schedue covering the holding of the meetings and the 
submission of the charts and reports summarizing the results 
achieved. 

The special internal control program was then announced by the 
Vice-President—Finance. At the same time, another communication 
was issued by the Vice-President—Industrial Relations who, in our 
company, is in charge of security and plant protection. It referred to 
the previous announcement and requested the cooperation of the secur- 
ity and plant protection personnel at field locations. Subsequently, the 
training materials were transmitted to the field by the central control- 
ler’s office and the program was thus launched. 


In the weeks following, the program proceeded according to plan. 
The meetings with plant management groups provided a means of re- 
viewing in general the internal control problem, and particularly the 
internal control check list with respect to those matters where there was 
a joint financial and operational interest. The first meeting was used 
to determine the nature of the problem and the existing deficiencies. The 
second meeting was then used for the purpose of reporting on action 
taken to correct the previously indicated deficiencies. 


The same approach was applied in connection with the meetings 
which included only finance personnel. The preparation of flow charts 
served to force the local personnel to determine specifically what was 
being done in particular areas and to give visibility to deficiencies not 
previously recognized or properly understood. Opportunity was pro- 
vided to correct the deficiencies indicated so that the flow charts as 
finally submitted by the field personnel portrayed what they considered 
to be proper internal control procedures, with the further representation 
that such procedures were now actually being followed at their par- 
ticular location. 


Under our decentralized plan of organization, the flow charts and 
the reports from the individual field locations were transmitted to divi- 
sional offices where they were reviewed and appraised. In those instances 
where the divisional personnel were not satisfied, further explanations 
were requested from the field or additional revisions were suggested. 
Finally, the divisional offices submitted these approved materials to 
the central controller’s office as their representation as to what they con- 
sidered to be proper internal control procedures now in effect in the 
respective divisions. The central controller’s office then had the final 
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opportunity to review these charts and reports and, if circumstances 
so warranted, to ask the divisional personnel for further explanations or 
further consideration of particular features. 


The result of the entire program appears to have been very worth- 
while. Most important of all, it forced the field personnel to deal directly 
in a more intelligent fashion with their own internal control problems. 
As you can well appreciate, the real solution of the problem is the appli- 
cation of standards to the specific situation. No general prescription of 
principles or standards can accomplish the desired results unless they 
are applied in relation to the particular requirements of a particular 
operation. 


The charts submitted are now being used by our internal auditing 
group in their examinations as a basis for determining that the pro- 
cedures as represented to exist at particular locations, are in fact being 
so carried out. We thus have a means of bringing again to the attention 
of the field personnel the importance of their program for effective 
internal control. 


A discussion of a program for effective internal control would not 
be complete without some consideration of the role played by the inde- 
pendent public accountants and the coordinating of such a role with 
that of the internal auditing group. By considering briefly the coordina- 
tion problem, I can probably best outline the entire relationship of the 
independent public accountant to the system of internal control. 


In the first place, the independent public accountant and the 
internal auditor have a common interest in the reliability of the finan- 
cial data. This common interest, together with the fact that groups have 
a similar kind of technical training and a common professional 
language, provides an ideal setting for a program of effective coordina- 
tion. At the same time, however, the outside auditor and internal auditor 
have certain primary interests which are bound to influence their man- 
ner and approach and over-all scope of their activities. The independent 
public accountant or outside auditor, as he is sometimes called, is engaged 
primarily—at least in the case of larger companies—to express his 
independent opinion with respect to the fairness of the financial state- 
ments. Accordingly, his major product is his independent opinion and 
he is therefore concerned primarily with the goodness of that opinion. 
It is natural in a particular case that he should be concerned with the 
responsibility he is assuming, the qualifications that must be taken, and 
the soundness of his professional reputation from the standpoint of the 
general public. The internal auditor, on the other hand, is concerned 
primarily with the furtherance of the welfare of his company. He is 
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more interested in the operating procedures and policies and the day- 
to-day operations, with a view to developing maximum efficiency and 
maximum legitimate profit for the company. These special interests 
are bound to affect the nature and scope of their individual professional 
activities. 

In coordinating these two factors, there are certain basic principles. 
The first of these is that since internal auditing is a part of the total sys- 
tem of internal control, it must be subjected to tests by the outside 
auditor in the same way as any other phase of the system of internal 
control. Another important principle is that the two activities should be 
maintained as separate entities and not merged into one. This is to say 
that employees of the outside auditor should not work under the direc- 
tion of the internal auditor and, on the other hand, employees of the 
internal auditor should not work directly under the supervision of the 
outside auditor. Another important principle is that the outside auditor 
should make no advance commitments as to what he will or will not 
audit. For example, he should not agree in advance that he will not 
examine accounts receivable because the internal auditor has carried 
out a particular program in this area. 


The recognition of these common interests and basic principles of 
coordination, provides a basis for a program of effective coordination. 
This effective coordination requires that there be complete disclosure 
by the internal auditor of all of his plans and of all of the work that he 
does. For example, copies of his reports should flow to, or be available 
to the outside auditor. Similarly, the outside auditor should have com- 
plete access to the working papers of the internal auditor. While the 
outside auditor will not and should not disclose his own plan of opera- 
tions to the internal auditor, he does, however, have the important obli- 
gation of giving adequate consideration to the work of the internal 
auditor. As the internal auditor increases the scope and thoroughness 
of his internal auditing program, the outside auditor, as he satisfies him- 
self of this increasing scope and the competence of the internal auditing 
personnel, should be able to restrict his program to more and more lim- 
ited tests. As a result, the outside auditor will then be able to devote his 
time more effectively to other areas where his contribution can be made 
increasingly valuable. 


In conclusion, I should like to emphasize that, because of the broad 
nature of internal control, the development and maintenance of an ade- 
quate system of internal control is something which is a joint responsi- 
bility of the general management group, the accounting and financial 
personnel, the internal auditing group and the independent public 
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accountants. It is something that is not static but which is ever changing 
in order to be adapted to the evolving needs of the business enterprise. 
Then, also, as time goes on we acquire better understanding of our 
internal control problems and increased technical skill in dealing with 
them. Internal control is something which involves good theory, but 
which must at the same time be adapted to the needs of each particular 
situation. Always it must involve consideration as to how much it costs 
and what is the proper balance between such cost and the risks involved 
in being without it. It is something which requires and deserves the 
best efforts of all of us, especially in this defense production period when 
the needs of management are greater than ever. By working together 
I am certain we can make still further gains. 





Knowledge improves ability to do things. Doing requires not only 


knowing what to do but how to do it. 


—G. L. Lund, American Can Company. 








WRITING THE REPORT* 


THE PHASE OF THE AUDIT, WHICH MOST AUDITORS 
ENJOY THE LEAST 
By ARTHUR H. KENT 


Many good articles, and even whole books, have been written about 
how to write technical reports. This one, however, is written by an 
internal auditor, for internal auditors, about internal audit reports. It 
emphasizes the practical approach of making the report accomplish its 
objective—to stimulate right action. Unavoidably this requires giving 
“blood, sweat and tears’’ to learning and practicing the art of presenta- 
tion. The techniques we must learn and practice to be successful, are 
listed and explained. 


TROUGH the years of my business life I have talked with many 

men engaged in auditing and other forms of business survey work. 
Their testimony—with scarcely an exception—is similar. They believe 
themselves to be at least reasonably competent in their analytical work 
and the gathering of factual data, and they profess enjoyment of such 
labors. They do not, however, feel the same sense of competency in 
transferring their findings to paper and translating the results of their 
efforts and their conclusions into a clear and interesting recital or report. 


Since the report is the culmination of all survey work, and the 
major criterion of how well the job has been done, it is of vital import- 
ance to its success. 


“Report Writing” commences at that moment when, pencil in hand 
and surrounded with various working papers, we stare and glare at a 
blank sheet of paper. It ends when our findings and conclusions rest 
safely within the haven of the enclosing covers of the finalized report. 


Business men who are responsible for the preparation and render 
ing of reports recognize that “refresher sessions” dealing with this sub- 
ject should take place from time to time. It is a subject which requires 
continuing emphasis and continuing thought. 


The report writing phase of audits and surveys represents a consid- 
erable portion of staff cost, and the quality of reports will have a decided 


*Delivered at a meeting of the San Francisco Chapter. 
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effect on the prestige of the staff with management. Anything, there- 
fore, which can be done to assist men in performing this work more 
quickly, more surely and more competently, is worth-while. 


The real problem is the initial composition. The ideal situation is 
the limitation of the extent of editing and rewrite work to the least pos- 
sible amount. Whatever lack of competency exists in the preliminary 
stages of report writing (the drafts which are turned in to the staff sup- 
ervisors) results in added time and effort on the part of the latter. This is 
costly and unnecessary. The following discussion is therefore aimed at 
the improvement of “initial compositions”. 


The remarks which follow are segregated into two major divisions: 


(1) A discussion of certain general aspects of the subject. This is 
necessary in order to lay sound foundations for that which 
follows. 


(2) A review of specific techniques, which from experience I have 


found to be helpful. 


GENERAL ASPECTS 


At the outset, we must recognize that there are no magic solutions 
to the problem. Someone may help by bringing to our attention certain 
writing fundamentals and techniques; but even with this knowledge, 
first-class writing will always require hard work. 


Thomas Carlyle, one of the greatest masters of English literature, 
when a friend remarked that it took genius to write so well, replied, 
“Genius is an infinite capacity for taking pains’. Any man, who would 
write well, will always find it necessary to take infinite pains. His 
task will be made easier, however, by intelligent study of the art of 
writing. 


A PRACTICAL APPROACH 


At the moment, we are not considering “business report writing” 
from the standpoint of exactitude of conformance to scholarly English— 
although correct English is, of course, desirable. We are concerned 
primarily with the impacts of our writing, of its effects on our readers— 
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who are practical and extremely busy executives. Our problem is: “How 
can we best express ourselves, how can we best make our story attractive 
and clear to those who read it—so that our objectives may be accom- 
plished?” 


A famous general stated recently that “the objective of war is 
victory”. Similarly, the objective of our reports is to produce a product 
so attractive that it will be read thoroughly; and so clear as to our find- 
ings and conclusions, that the actions we recommend will be made 
effective. We might produce a literary classic, but if it does not register 
with an impact and produce action, it is worthless. We are much more 
concerned with its impact characteristics than its classical language. 


The question of competency in report-writing was a major con- 
sideration in giving promotions to senior positions on my staff. A man in 
charge of important audits was required, not only to write reasonably 
well himself, but to edit the work of the members of his crew, and to 
organize the efforts of all into a cohesive report. Any weakness in this 
regard threw an undesirable extra burden on the general staff supervis- 
ors. A long-winded, poorly expressed manuscript, for example, placed an 
improper burden on those supervisors and did not enhance their opinion 
of the auditor who wrote it. 


DIFFERENCES BETWEEN “GENERAL” AND “REPORT” WRITING 


The objectives of business reports, and the conditions of mind under 
which they are read, are entirely different from those applicable to the 
reading of books of a non-business nature. Because of this, certain tech- 
niques of report writing will be in direct contradiction to the accepted 
teachings of general writing. Such matters as the length of sentences 
and paragraphs, and the free use of headings and subheadings are illus- 
trations of these different techniques. 


SOME COMMON QUESTIONS ON THE SUBJECT 


(1) Why are there far more men who are extremely competent in 
the research phase of their assignments, than men who are 
equally competent in presenting the results of their surveys? 


Many business men have stated emphatically that this is the situa- 
tion, and that it is found in almost every profession: scientists, engineers, 
auditors, and management consultants. In my business career, I have 
read hundreds and hundreds of reports by men in these professional 
fields, and I concur completely in this opinion. 


The answer lies largely in the difference of attitude and degree of 
studious effort toward the research and reporting phases of their work. 
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It is, of course, important that research be performed in a thorough, 
sound, and efficient manner; that fact is consciously and continually 
recognized by those engaged in such work. Hence they work very hard 
to master it and give intensive study to learning the techniques con- 
nected with it. They recognize that it requires more than conscientious- 
ness, that there are skills to be acquired and that continuing application 
of these skills is necessary. 


Many, however, do not have an equal recognition of the importance 
of being outstanding in handling the written word; they have not given 
the same “blood, sweat and tears”, to learning and practicing the art 
of presentation (and it is an art). 


I have been almost shocked at times by the apparent assumption 
on the part of some men that almost anyone can pick up a pencil and a 
piece of paper and do a satisfactory job of writing. After their efforts 
have been blue-penciled and hammered around, they begin to think 
differently. No one can be really competent who does not have the 
correct mental approach, who does not have a clear understanding of 
the basic principles of writing and who has not learned and applied 
assiduously the detailed techniques—the tricks of the trade. 


(2) Since the survey is discussed orally, why place so much empha- 


sis on the written report? 


Irrespective of the fact that your findings and recommendations 
have been presented orally, there are certain facts to be borne in mind: 


(a) It will probably take some time, after a conference, for recom- 
mendations to be placed in effect. Many discussions will take place with- 
in the organization. As time goes on, the exactness of your viewpoint 
may become dulled. The written report is a matter of continuing record. 
It must be crystal clear. 


(b) In the oral conference, many other business matters were com- 
peting in the minds of the conferees. Always bear in mind that the 
executives with whom you have talked are very busy men. Certainly 
they were interested in what you had to say; but during the course 
of the conference many other business problems were competing in 
their minds with the matters being discussed. 


It is difficult at times for someone engaged in a specialized job to 
appreciate thoroughly the variety of problems constantly crowding the 
mind of a business executive. It may be that because of these things, 
some of the points you made did not register fully or accurately. A 
clearly written report will correct any such imperfect understandings. 
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(c) A carefully prepared draft of the report made prior to entering 
the conference will be quite advantageous. Sometimes after findings and 
conclusions have been placed on paper—not in the form of sketchy 
notes, but in relatively finished form—some insufficiency of data or some 
flaw in reasoning will be noted. It will be recognized that the story is 
inconclusive, but there is still time to remedy the situation before the 
conference. 


(3) Will real competency in writing improve oral presentations? 


Most assuredly, it will. Many of the necessary techniques of writ- 
ing when practiced over a period of time, will become automatic habits 
in oral presentation. The clear, brief opening sentence, the logical 
arrangement of data, the labeling of material with major and subhead- 
ings, the tricks of capturing and holding interest, the psychological 
tricks, the use of finesse where necessary—all these techniques of writ 
ing creep into verbal presentations and help to produce a clear and 
convincing speaker. 


I have written many articles, survey reports and several procedure 
manuals; and I have done a considerable amount of public speaking 
before business groups, professional organizations and university classes. 
It is my experience, and that of many other men, that the study of 
writing is a major benefit in the practice of oral presentation. Written 
and oral presentations have much in common. 


(4) Is not hard work and carefulness sufficient to insure a first- 
class report? 


The answer, of course, is a definite “No”. Writing, even as re- 
search, requires considerable knowledge of theory, the accumulated 
evidence of the best way to do things; and this knowledge must be fol- 
lowed by constant application of it. 


SPECIFIC TECHNIQUES 


Techniques, suitable for discussion here, include: 

The attitude of WRITING FOR THE READER—not for a 
“title”, but for a specific individual. 

Drafting material CURRENTLY—while it is hot. 

The all-important matter of BRIEFING. 

How to make a story INTERESTING to busy men. 

CLARITY of both thought and language. 

Gauging the STRESS to be placed on various subjects. 

The use of FIGURES and CHARTS. 
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FINESSE or TACT, to create a good atmosphere for the read- 
ing of what is written. 

The use of HEADINGS, major and sub. 

The importance of the FIRST SENTENCE and the FIRST 
PARAGRAPH. 

WHY we avoid long sentences and paragraphs. 

WEARYING the reader—solid pages without headings; mon- 
otonous phrasing, pet words. 

SUPERFLUITY of detail. 

OVERPLAYING of a finding. 


WRITING FOR THE READER 


This phrase indicates the attitude of mind that must underlie all 
successful report writing. It means the development of the ability to 
be automatically, completely conscious as you write, of how the words 
you are writing will sound to the reader. Some writers think of the 
reader when they commence, or as they review the manuscript when 
it is finished. That is all to the good, but it is not the ability we are 
discussing here. This technique requires the cultivation of a dual per- 
sonality, so to speak; to be the reader at the same moment that you 
are the writer. 


If you have this consciousness, it will stop you in the middle of a 
sentence. You will recognize instinctively that the reader (who is to you, 
a specific individual, looking over your shoulder as you write), does not 
quite understand, or is not convinced by your argument. We must write 
and talk to individuals, if we are to have a complete meeting of minds. 


It takes time and concentrated thought to cultivate this conscious- 
ness, but it will pay well. Material will be assembled better, language 
will be chosen more fittingly—because you will be “talking in print” 
to a real person. 


THe SUMMARY 


The most difficult application of this attitude is the summary, the 
outline of findings, conclusions and recommendations. Here, the audi- 
ence is a composite one. How then can this “specific individual” ap- 
proach be applied? 


First, visualize the several people who constitute this audience; but 
holding clear to the fact that they are specific people and not a group 
of titles or positions. Next, make special effort to be clear and simple 
in style. Write so that the person in the group with the least technical 
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knowledge can follow you intelligently. If that person can, the others 
will. 


Do not load a Summary with detail. Select only major situations 
to discuss. Minor items detract from a Summary. This selection requires 
thoughtful judgment. 


Tue Derartep Report 


Since this is written in sections, the audience for each is smaller. 
The writing-to-an-individual approach should be easier than in the Sum- 
mary. There are, however, certain differing problems. 


These readers are quite familiar with the details of the operations 
discussed and they have an immediate responsibility for them. Too, they 
will be somewhat sensitive as to implied inefficiencies in their affairs. 
They may be inclined to be on the defensive. Hence, sufficient detail, 
illustrative detail, illustrative material and well-developed proof is essen- 
tial. Back of all that you write must also be the visualization of the indi- 
viduals who will be affected by what you write. 


Careless and unimaginative writing may produce attitudes on their 
part which will affect the successful working out in days to come of 
what you have recommended. If so, your recommendations may be 
made to appear to be unsound. 


DRAFTING MATERIAL CURRENTLY 


One of the most disconcerting, discouraging moments of a man’s 
assignment—particularly in the case of a new man—is when he pulls 
out his folders and working papers to commence the writing. He has a 
deadline. He has built up a mass of material, but all the writing is ahead. 
It is a somewhat panicky moment. How shall he proceed? Because I 
wish to emphasize a technique I believe to be paramount, I offer no 
advice—other than that he make a firm resolution never to be in that 
position again. 


I believe strongly that an auditor should write the report in draft 
form, AS HE PROCEEDS with his work. At the commencement of the 
assignment start “subject folders.” Insert work papers and memoranda 
into them. AS SOON AS one specific segment of study is completed, 
write the story—while it is hot. If this writing is delayed for days or 
perhaps weeks, two things will happen. 

One is that as you open the folder to commence writing, some of 


the feeling, the intimate association with the subject, will have faded. 
Perhaps the memoranda will not seem as clear as they did when first 
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compiled. Perhaps it will be necessary to reopen the study. The first 
draft, no doubt, will need subsequent editing and polishing. Perhaps 
later developments may show it to be unsatisfactory. The intimate 
“close-up”, however, will have been captured. 


The second happening is the situation pictured above: the entire 
writing to be done and a close deadline hammering into your conscious- 
ness. It is difficult to organize everything all at once. It is difficult to 
use the careful selectivity of phrasings, headings and other techniques 
required. Time is beating down and bringing confusion. 


Clean up currently. It takes less time in the aggregate, and a better 
report will result. 


VISUALIZING THE Prinrep Report 


One sideline of this “writing currently” is the attempt to visualize 
continually what the longhand draft will look like in print, and how 
it will fit into the general format of the finalized report. Some men never 
learn this projection. If you can, it will help to guide your writing and 
save the time and effort of others. 


HANDWRITING 

This item may seem minor, but it will save time and cost for an 
editor. Take care with your handwriting if you submit material in 
longhand. Everything you write is read by two groups of people: the 
final readers and the typists. The first you recognize fully; but the typists 
perhaps are forgotten. Somehow they seem to be able to handle every- 
thing that comes their way; how, I do not know. Nevertheless, it helps 
if the writer is careful. Recognizing this handwriting problem, I always 
required my staff men to “print” proper names other than those which 
were very well-known, so that the typist would not need to guess. This 
might be applied also to very technical terms. 


BRIEFING THE STORY 


This is an extremely important and helpful technique. It assures 
orderly, logical presentation of facts. 


On one occasion I read with interest about the writing program 
of Van Dine, the famous author of mystery stories. He first wrote a draft 
of 5000 words, which was the completed novel in perfect miniature. In 
it, his characters were named, and introduced in order of appearance, 
and the plot from opening to climax was developed in logical sequence. 
He perfected this before proceeding. He then wrote a 20,000 word book, 
amplifying the description of his characters and introducing dialogue, 
but absolutely following his 5000 word bricf. When he was satisfied 
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with this, he wrote the final 50,000 or 100,000 word novel, which was 
merely a decided elaboration of the original. 


Now, of course, our problem is not completely similar, but the point 
is this: in his first brief, he established his entire future writing. He set 
down all his essential facts and determined the sequence of his story. 


In the Brief, it is not necessary to use complete sentences. Set up 
major and subheadings, and opposite each show brief and salient memor- 
anda. Sort and arrange them in such a manner as to permit logical 
development of the story. Through this mechanism you have decided on 
what is to go into the story, and the order of these data. Then, start 
writing. Every individual story in your report should be briefed; if a 
lengthy one—on paper; if a short one—in your mind. Clear, orderly 
thinking is paramount. It must precede your writing effort. Only thus 
can a convincing story be produced. THINK it through before you 
WRITE it. Words are but the living symbols of your thoughts. 





SUBSTANCE, INTEREST, CLARITY AND TACT 


Now, assume that the material has been organized. What are the 
primary elements of successful report writing, and what techniques are 
to be used in applying them? I suggest four major considerations to keep 
in mind: Substance, Interest, Clarity, and Finesse or Tact. 


Is all the material really important? (Substance) 


Is it treated in a manner that will attract the reader to what is to 
be said and hold his attention until it is said? (Interest) 


Is it stated in such a manner that the reader is never in doubt as 
to what point is being made—and why? (Clarity) 


Has sufficient thought been given to the wording of statements, so 
as to avoid incorrect inferences and to forestall rebuttals? In other words, 
has the proper atmosphere for the reading of the story been created? 
(Finesse) 


SUBSTANCE 

The first requirement of a good article, story or report is that all 
that is said is worth saying. Judgment of the value of what is written 
is based on its real signifcance to the operations being surveyed. If it 
is worth-while, then the next question is whether or not you have ALL 
the necessary facts. 
Worth-while Material 


I have read many reports, and talked later with the executives to 
whom they were addressed. Sometimes these reports contained material 
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that should never have been included. It bordered on what might be 
termed petty. Its inclusion actually lowered the over-all effect of the 
report. It suggested a mind that had little judgment of relative values, 
or the work of someone who was trying to make a big showing, capitaliz- 
ing on small issues. Such tactics produce undesirable reactions, particu- 
larly in their effect on men in the ranks. It makes them feel that the 
writer is small, perhaps unfair. The result may be a lack of unqualified 
support in carrying out the broad program suggested. 

Have You the Complete Facts? 





We have all known situations where, although final conclusions 
were correct, conclusive proof was not offered. We have also known 
other instances in which further research might have changed the con- 
clusion. The general idea of the newspaperman’s formula is sound. Apply 
to material the test of the following words: What, when, where, why, 
who, and how. Does the material contain answers to each? 


Don’t jump too fast to conclusions. Above all, never start out with 
predetermined ideas, consciously or unconsciously selecting only those 
data which will justify the point you set out to prove. Get all the evi- 
dence before the verdict is envisaged. Listen honestly and thoroughly 
to arguments which might destroy your conclusion. Do not pick a few 
stray instances that support your viewpoint. Make your research thor- 
ough and honest. It is natural to believe that your experience enables 
you to recognize a situation quickly and come to conclusions. It does, 
but be cautious. There may be unseen factors; hence the situation should 
be explored thoroughly. 


INTEREST 

Interest is that quality in writing which attracts the reader to the 
story and holds his attention until it is finished. A successful writer 
must always be interesting. What “tricks” can you use first, to attract 
attention; and second, to hold it? Two important ones are (a) headings, 
(b) the opening paragraph. 


Headings 

When a title is given to a book, or a play, or a newspaper headline, 
the writer is making a bid for the interest of the reader. He is saying, 
“Here is something you should read”. He can only use a few words, 
but those few words must be the equivalent of a selling talk. The selec- 
tion of the heading, therefore, cannot be made hastily. You have writ- 
ten many words in the story, but if the few words of the title or heading 
do not catch the eye of the reader, the many words may go unread, or 
be read but casually. 
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I used to tell my auditors certain things in this regard. They may 
not fit your situation exactly, but perhaps you can catch the general 
thought: Do not use flat, non-suggestive headings; such as the name 
of a branch, an invoice number, or an account name only. These do not 
convey any clue as to paragraph content, and will not attract live atten- 
tion. 


I told them that there were certain psychological reactions they 
should work on, e.g.: Concern—Anxiety over operating conditions, the 
actions of a subordinate or need for corrective action. Pleasure—Grati- 
fication, because of commendation of affairs for which the reader was 
responsible. Curiosity—Awakening of a desire for further knowledge. 
Deliberately incited uncertainty as to what the paragraph contained. 


I illustrated these by citing the reporting on “Merchandise Stock 
Losses” at some specific station. If we were studying conditions at Palo 
Alto, and merely headed the story “Palo Alto”, it is flat, nothing to 
incite interest. We play on Concern, if we head it, “Losses at Palo 
Alto—doubled”. The reader is worried, so he reads on. We play on 
Pleasure if we head it “Sizeable reduction in losses at Palo Alto”. To be 
complimented is gratifying; hence he reads on to savor the pleasure. 
We play on Curiosity, if we head it “Peculiar situation at Palo Alto”. 
The reaction is, “now what?”’; so the mystery story technique is injected. 


The Opening Paragraph 

This is closely related to the title or heading. It is, in fact, but an 
enlargement of it. The entire story should be there in miniature. Its 
sentence construction should be simple, direct, and connected. 


No detail or proof is necessary, simply a concise statement of the 
general content of the story which follows. There should be no words in 
it which will lead the reader’s mind away from the essence of the story. 
As a matter of fact, its paucity of detail has a tendency to whet the appe- 
tite of the reader. 


Holding the Reader’s Attention 

Orderly development of the story is essential. Deal with one item 
at a time and complete it so that you will not need to return to it later. 
Let the story move forward smoothly. 


Break up the story, if it is at all lengthy, with subheadings to indi- 
cate paragraph content. Use the same psychological technique for the 
subheadings as for major headings. A reader wearies at being forced to 
read a solid page of typewritten material unrelieved by indicator head- 
ings, so you lose his attention. The subheadings recapture his flagging 
interest. 
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Do not use long paragraphs. The underlying reason for this tech- 
nique is that the white space—the break between the paragraphs— 
gives the reader a mental breath. He has a chance to appreciate the 
point made in one paragraph before he starts the next. 


This technique in report writing is an illustration of contrast with 
the technique of general writing. In the latter, a series of allied or related 
statements are included in a single paragraph. This is particularly true 
in descriptive writing. The objective is an accumulative build-up of a 
subject, a scene, or an atmosphere. In business writing, the objective is 
to assure a precise grasp of the point being made. Frequent breaks in 
paragraph content assist mental concentration in the step-by-step devel- 
opment of the story. Never hesitate therefore, to go strong on short para- 
graphs. 


Eliminate detail not completely necessary to statement and proof. 
Superfluous material is distracting, and hence subtracts from interest. 


Figure presentations should be preceded by a simple statement of 
what they portray. Strip them down to the least number of lines and 
columns necessary to make the point. Masses of uninterpreted figures 
cause too much mental concentration on the part of the reader and his 
attention will flag. Wherever at all possible, use simple, rather than 
technical words in your interpretations. 


Avoid monotony. Do not continually repeat similar words or expres- 
sions, particularly close together. It becomes monotonous. Monotony 
produces mind weariness, hence thought wanders. 


Eliminate pet words or expressions. Examine yourself. Find sub- 
stitutes for pets. Words are the tools of thought. Do not be too lazy to 
refer to a dictionary or a book of synonyms. Then do not just “grab” 
the word. Learn its exact meaning, its shading. Make it really your 
property. 


CLARITY 


Although certain techniques are specifically directed to the char- 
acteristic of clearness, or clarity, many affect reader interest as well. 
There will, therefore, be certain apparent repetitions in this section. 
These repetitions serve a purpose. They indicate that such techniques 
have a dual, desirable result. 


You must interest your reader; but having captured his attention, 
capitalize on it by the “punch” type of expression. 


Once again, thinking comes first. To write clearly, you must first 
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think clearly. You may, however, think clearly, but by poor use of word 
tools, fail to convey your precise thoughts to the reader. Your aim should 
be so simple and direct that busy executives can follow you rapidly and 
without too much effort. 


Mental Processes of Absorbing Information 
Let us consider for a few moments certain facts: 


1. The normal mind can grasp only one thought at a time, no 
more. 


to 


An idea expressed simply, briefly and definitely is grasped 
more readily than if it is conveyed in lengthy, complex language 
—particularly if the latter is accompanied by sundry qualifica- 
tions. Your language should be susceptible to only one interpre- 
tation. 


3. A series of ideas, arranged in natural sequence, can be absorbed 
and correlated more easily than if they are presented in a hap- 
hazard arrangement. 


4. The process of thought absorption is quickened if the mind is 
prepared in advance by certain preliminary, generalized inform 
ation. Outline your story, therefore, at the outset. 


Use the least number of words consistent with complete expression 
of thought. The latter must not be sacrificed on the altar of brevity. 
Condensing a fifty word paragraph to twenty words is not accomplished 
by merely eliminating thirty. Every essential fact must remain. 


True condensation removes the superfluous words; and it is sur- 
prising how many words all of us use that, under close scrutiny, are 
just words. They not only take up space, but they obscure the meaning. 
To be concise and exact at the same time requires thought and hard 
work. It is much easier to be mentally lazy and merely scribble on. 


In describing a situation, it is often unnecessary to do so at length. 
What is necessary is to quickly, and with a bold touch, throw on the 
screen only sufficient information as will prepare the reader for that 
which follows. 


Statistical Data 


As far as possible, demonstrate only one point at a time. It will be 
easier for the reader to grasp. Make several presentations, rather than 
an all purpose tabulation which must be read horizontally, perpen- 
dicularly and diagonally to grasp your conclusions. Detailed tabulations 
should not be in the main body of the report. If they are necessary, they 
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should be appended “Exhibits”. Do not use tabulations where a sentence 
will suffice. On the other hand, avoid paragraphs with a considerable 
number of figures interspersed with words. A tabulation is much clearer. 


Section Summaries. 


Even as there is need for a general summary of the report (high- 
lighting findings, conclusions and recommendations), so a summary at 
the opening of each section is useful. A long, chronological style recita- 
tion of facts, without any clue as to the ending of the story, is an essen- 
tial technique in a mystery story but not in a report to a busy executive. 


Some Don’ts 


Don’t be discouraged. Clear writing cannot be dashed off as easily 
as you sign your name. 


Don’t use involved sentences. A straight line in writing, as in 
mathematics, is the shortest distance between two points. 


Don’t use a word of whose meaning you are not sure. Generally, 
don’t use unusual words or try to dazzle your reader with your erudition. 


FINEssE, oR TAcT 

The essential purpose of your engagement is to point out oppor- 
tunities for improvements; hence you discuss fully those operations 
that have weaknesses. Unless, however, occasional praise is injected, 
the over-all atmosphere of the report may infer that the affairs being 
surveyed consist of nothing but inefficiencies. This is usually not in- 
tended. 


Try in writing to foresee the reader’s reaction to certain words or 
phrases. Try to transfer the reader’s probable reactions into the move- 
ments of your pencil. See if, by care in argument and language, you 
can bring about a meeting of the minds. Do not be overenthusiastic or 
overemphatic in statement. Create the correct atmosphere. Do not be 
forced to admit that “what you said was not exactly what you meant”. 
Weigh your words. Have the pleasure of saying, “I expressed myself 
properly.” 


EDITING 


Many people are oversensitive as to the editing of their composi- 
tions. They will receive suggestions as to improvements in many other 
activities more gracefully than ones related to their writing creations. 
Part of this is natural, since some changes are a matter of personal 
opinion. Furthermore, it is sometimes found that editors attempt to 
edit what is written by someone else into the exact form in which they 
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would have written it. This is not necessary. Stories should be edited 
as to generally required format and language can be polished, but indi- 
viduality of expression should remain. 


The values of editing from the standpoint of the reader should be 
recognized. The editor is part way between the writer and the final 
reader. He appreciates the writer’s background of thinking; but largely, 
he judges the story on the basis of cold print. The writer has saturated 
himself in detailed studies. He may unconsciously assume similar 
knowledge on the part of the reader. The editor refines the product in 
this regard. 


Some men, knowing their work is to be edited, use this fact as an 
excuse for careless effort. “Someone will cut it up, why should I sweat 
blood over it.” Particularly, this attitude may develop if there is over- 
rigid editing. 


Sometimes the “deadline” problem is felt to justify lack of editing 
on the job. If sections of reports are written currently, it will not be as 
difficult as if left to the finish. 


Audit supervisors may feel that the easiest way to edit is to go 
ahead with it, and not discuss changes with the writer. That is short- 
sighted. Immediate time is saved; but the best way to educate younger 
staff members in the art of writing, is to explain and let them rewrite. 
Time may be lost in the early stages; but improvement takes place. 
Much is gained for the future. 


THE FINALIZED REPORT 


One well recognized merchandising fundamental is that an attrac- 
tive package will assist materially in selling merchandise. You have 
merchandise to sell to your readers—the story of your findings, con- 
clusions and recommendations. Give considerable thought to present- 
ing it in an attractive package. Enclose it in a neat, individualistic cover. 
Sectionalize it, using divider sheets and perhaps tabs, so that your 
readers may find easily specific subjects. 


Some ideas are, of course, a matter of personal opinion. One method 
may be as good as another. Neverthless, consideration of varied view- 
points brings about continuing improvements in format style. 








INTERNAL AUDITING -- AN AID TO 
MANAGEMENT* 


By E. A. BREYMAN 


Senior Vice-President, Zellerbach Paper Company 


This interesting case history is based on the philosophy that the 
internal auditor’s function is to help management manage, “if only in 
an advisory capacity”. It keeps faith with the assumptions that the 
operating managers want to follow the established procedures, that 
they want to minimize irregularities and that they will correct devia- 
tions when they are discovered. 


IRST, I may identify myself as working for the Zellerbach Paper 

Company. We distribute paper and paper products for a thousand 
or more manufacturers. One of them happens to be the Crown Zeller- 
bach Corporation, of which we are a subsidiary. We manufacture noth- 
ing ourselves. 


The success, which means the profit, of any distributing organiza- 
tion results from operating efficiency. In the distribution field, we oper- 
ate on very small margins and the difference between profit and loss 
is a very small percentage of sales. There are no insurance policies 
guaranteeing success. Success results from programming, from planning 
and from supervising. We have found in our organization that a means 
to the objective is to have standard methods of procedure. 


STANDARD OPERATING PROCEDURES 


Wherever we can get agreement on standard methods of pro- 
cedures, we try to reduce these to writing. These writings become what 
we call Manuals—Manuals of Instruction. Now we don’t sit down and 
say: “Let’s whip out a manual.” We start out with an empty binder and 
we begin issuing instructions, one at a time, covering certain phases, 
certain fundamental phases, of our operations. For example the first 
manual we got out is our Accounting Manual. It has taken us twenty 
years to compile it. It started out as a blank binder. Our Manual of 
Operations is not very full, because we started it only three years ago. 
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But in time it will probably develop into two or three volumes because 
we are trying to put into writing a standardized procedure in opera- 
tions. Operations in our company means running a warehouse. 


After the merchandising geniuses have concluded their work, there 
are a lot of things that have to be put into understandable language and 
translated into action. In our Purchasing-Administration Manual we are 
trying to compile the best way of putting into effect the merchandising 
deals that have been worked out. A Traffic Manual issued by the Traffic 
Department, tells all of our people how to run their traffic operations. 
An Insurance Manual, issued by the Insurance Department, covers all 
phases of our insurance program. Since the undeclared war, the govern- 
ment has issued certain Defense Regulations, like our war regulations 
of World War II. Some of them affect our operations and some do not. 
We brief any regulation that affects our operations, send it to our man- 
agers in the form of a digest and always accompany it with the full 
regulation in case they are interested in going beyond the digest. These 
become our Defense Regulation Manual. 


Our general policies are issued by the Board of Directors in the 
form of General Orders and they cover all of the policy matters of a 
broad and general nature issued by the company. Our organization con 
sists of eleven divisions and fifteen branches of these divisions—26 sep- 
arate entities. The manager of each division is responsible for the suc 
cessful operation of his division including the branches under his juris- 
diction. Each of these managers has a full set of manuals and in the 
larger divisions additional manuals are issued to subordinate executives. 
Each manager is responsible to executive headquarters for the profitable 
ness of his division, and in these manuals we try to show him how ta 
conduct his division so that he can make the greatest amount of profit. 


I would be most naive if I told you that the instructions in these 
manuals were always followed. Certainly they are not. Sometimes they 
are not even comprehended. Sometimes they are not known, particularly 
when a new manager has not had the opportunity, or has not had the 
time, to read the instructions in the manuals that cover the operations 
of his department. Occasionally our instructions are not even accepted. 
First of all they may not be operable at local levels, which means that 
the person who issued the particular instruction didn’t visualize the 
entire operation. Sometimes our managers are just “onery” and refuse 
to follow instructions. 


CONTROL THROUGH DEVIATIONS 
It is up to us at executive headquarters to discover deviations from 
instructions. We do that in several ways. A report of some nature or 
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other gets into somebody’s hands at headquarters. There we have our 
centralized accounting department. We have our central credit super- 
visor and we have managers in charge of our purchasing-administration 
department, and of our traffic department, and of general operations. In 
addition we have three merchandising department managers. 


Of course, trying to watch out for deviations and make corrections 
through headquarters managers alone does not give 100% results. We 
are firing with rifles rather than shot guns. Very often a rifle is a most 
effective weapon because you can say to Joe Blow, “Look Joe, on that 
local payroll check that you issued at your division, you made a mistake 
on your withholding tax and you made a mistake on your social security 
taxes and if you look on Page Six, Manual Release No. 7, Par. C, it will 
tell you how to do it right the next time, and please don’t do it wrong 
again.” That’s firing with a rifle, and over a period of time you can 
cover an awful lot of territory. 


We have another way in which we determine if there has been com- 
pliance, and that is through traveling by executives. All of our execu- 
tives in headquarters visit the divisions about twice or three times a 
year and the branches probably once a year, and these men are all 
interested in seeing that some of the things that they have pronounced 
as being the right way to do things are being carried out. Of course, it is 
a hit and miss proposition. Each visit is made for a particular purpose 
and to pin-point a certain particular deal. We don’t have any real check 
list for division executives as to the number of things they should look 
at in their particular fields. It is necessary, therefore, that we have some 
form of auditing. I don’t know what the word means to you, but I know 
what it means to me. 


I would like to tell you about our past and present program of 
audit. Many years ago when I went to work for the company and first 
became interested in the function of management, I found that our 
auditing was done by a man who considered himself a spy or detective— 
a sort of combination F.B.I. agent and Dick Tracy. When he went to a 
division he might have spoken to the manager, but he immediately went 
into a huddle with himself and if anybody came around to find out 
what he was doing he furtively covered his papers and glared. 





MR. BREYMAN is Senior Vice-President in charge of operations and administra- 
tion of the Zellerbach Paper Company, one of the larger paper distributing com- 
panies. He has been with his present company since 1920, working in both the domes- 
tic and the foreign offices of his company. 


Mr. Breyman attended the University of California and, upon graduation, in 
1917, he served as an officer in the Field Artillery in World War I. Upon discharge 
from active service he joined his present company, the Zellerbach Paper Company. 
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AUDITING TO HELP MANAGEMENT MANAGE 


Just when we changed our method and changed our policy, I can’t 
remember. However, sometime back we adopted a new philosophy, a 
revolutionary new philosophy. We said that the auditor’s function is 
to help management manage. We told the auditor that his job was not 
to be a Dick Tracy, but to be someone that would help us do a manage- 
ment job that we wanted done. In other words, the auditor was going to 
fill a role somewhat like the role the Negro preacher asked to fill when, 
in his very small church in the South, this very devout Negro was mak- 
ing his prayer. He said, “God, we is yo humble servants. Use us if only 
in an advisory capacity.” 


We had to make certain assumptions with this new philosophy of 
ours. The first assumption was that managers want to follow the pro- 
cedures which have been set forth in the manuals. The second assump- 
tion was that the managers want to minimize the irregularities in their 
divisions. And, third and most important, that derelictions and devia- 
tions must be corrected on discovery. 


I don’t want you to think for a moment that this was immediately 
accepted. Some of our managers were amazed, surprised and concerned, 
and more concerned than amazed and surprised, when we started this 
type of program. And frankly, some of the auditors themselves didn’t 
quite comprehend it. It was pretty hard to put over the point that an 
auditor shouldn’t be a tattler. 


INTERNAL AUDITING PROCEDURE 


We had to set up a procedure for auditing, of course. The procedure 
for auditing started out with a conference between the local division 
manager and the auditor the first day he showed up. The auditor 
frankly said, “We are going to audit your division—is there anything 
you would particularly like us to look into.” And very often the manager 
would say, “Yes, I don’t think ‘such and such’ is being taken care of 
properly and I wish you would check and see if I am right”. Then, dur- 
ing the audit, there are constant discussions with the department heads. 
There is no secretiveness about the audit unless actual defalcations are 
discovered; of course that is a sign for moving in fast. But the main 
point is that whenever anything wrong is discovered, right then on the 
spot it is corrected. If it is a minor matter, not a policy matter, it is 
corrected by the local office manager, or the department manager, right 
then. If it has to go further, it is discussed with the Division Manager 
and the Division Manager himself orders the correction. 


When the audit has been completed, the auditor sits down with the 
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Division Manager and discusses all phases of the audit that have not 
been previously discussed with him. One of our instructions to our 
auditors is that when the audit report comes in to headquarters, there 
shall be nothing reported that has not heen previously discussed with 
the Division Manager. If the Division Manager and the auditor can- 
not agree, then the matter may be referred to headquarters for some- 
body to be a Solomon and cut the baby in half. However, during the 
last several years, I can’t remember that there have been any disagree- 
ments between our managers and our auditors. 


We ask that the audit report itself be brief, be specific, be con- 
structive, and to the extent possible, comparative. Here is the way 
some of our audit reports start: “In our discussion with the office 
manager about the overs and shorts in the handling of branch receipts, 
he implied that they were maintaining a side fund. We pointed out that 
this was not a good practice and that if such were the case it should 
be discontinued immediately.” 


With regard to C.O.D.’s: “This was discussed with the Division 
Manager who stated that the standard procedure would be followed 
or special permission to deviate from such procedure would be requested 
from headquarters.” 


Here’s another one, for another division: “Sales Taxes — The pro- 
cedure for Washington sales tax is not being enforced by this division 
and from the tests we made it is apparent that the responsible employees 
should be ‘refreshed’ on the sales tax procedure.” 


Here is another one: “At the time of our examination the division 
was in the process of changing from the old form of resale certificate 
to the new form, and putting all the resale information on Wheeldex 
installations. They are doing a fairly good job of accomplishing this 
changeover.” That is sort of damning with faint praise which calls for 
somebody to find out why they were not doing an excellent job. 


You remember that the audit report is discussed with the Division 
Manager, and corrections made on the spot. When the auditor returns to 
headquarters, he writes his report, discusses it with our general auditor 
and the final report is typed. Copies go to the executives of our com- 
pany, to our accounting department manager and to our headquarters 
credit supervisor. 


EXECUTIVE FOLLOW UP 
When they come to my desk, I read them very carefully and I have a 
certain executive follow-up. For example, we recently promoted a man 
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to manager of a division who had not previously been subject to an audit. 
So he needed a little preliminary education. I wrote him: “Audit 
Report—It costs considerable money to audit our divisions and for this 
reason formal audits are made only at intervals. If as a result of these 
audits improvement does not take place then this money is wasted. Mr. 
Pederson’s report does not disclose any major derelictions in your divi- 
sion, but it does show a number of minor ones which need not have been 
reported.” Then, I made certain comments on specific minor deviations 
and ended up by saying: “The auditor has made certain suggestions to 
which your attention is specifically directed. Please indicate that these 
suggestions have been followed, or tell us why the contrary is true.” 
In other words, I was taking the matter out of the advisory class and 
saying “Do this or else”. This manager wrote back to me that he had 
never appreciated before the value of an audit and the next time Mr. 
Pederson audited his division he was going to come out with a much 
better report, because he was ashamed of the minor deviations that the 
auditors had found. 


SCOPE OF AUDITS 

What is the scope of our audits? Well, we don’t necessarily, when 
we hire an auditor, have as a qualification that he can’t add, but it helps 
quite a bit. We are not interested in 2 and 2 makes 4. We assume that 
2 and 2 makes 4. And we assume that adding machines are reasonably 
correct. But we do insist that our auditors understand the management 
function and that the management objective is to make a continuing 
net profit. 


Our managers must coordinate and correlate all the functions for 
which they are responsible. The primary purpose of an automobile is to 
furnish transportation. It is not to have properly seating valves, not to 
have hot firing spark plugs, not to have beautiful upholstery and a 
swell wax job. Similarly, the function of management is not to have a 
set of balanced books nor even adherence to procedures. The objective of 
management is profits. But just as an auto won't perform unless it has 
been properly maintained, a division won't function and won’t make a 
net profit unless the best techniques are followed. We try to set forth 
the best techniques in procedures, just as we have the valves ground 
on our car; as a means to an end, but in no sense an end in itself. 

Our auditors have audit schedules, and these vary from audit to 
audit. They shift the emphasis first on this, then on that. These audits 
are not limited to accounting. Very often our accounting records are just 
the tombstones of departed events. We are interested in current events. 


Personnel, for example, is the life-blood of our organization. It may 








38 The Internal Auditor 


be an over-simplification to say that employee relations consists of 
proper hiring, proper training and proper supervision, but if you think 
of the entire field that is just about what it is. Our personnel records 
tell a story, a story as to whether there has been proper hiring, as to 
whether there has been proper training and whether there has been 
proper supervision. So we have asked our auditors to have a look at the 
way the personnel department is run. We want to find out if our hiring 
records are adequate; whether before an employee is hired there is 
sufficient background information with regard to him; what the em- 
ployee has done, both educationally and from a business standpoint. We 
particularly want to know whether there has been a follow-up of his 
references. We want to know that everybody has a fidelity bond, because 
every once in a while somebody has overlooked getting one. We want to 
know if the employee has been properly solicited for our very fine 
insurance program. We want to know if the pay practices are in line 
with the policies of the company. We want an auditor to be particularly 
interested in learning the rate of turnover, because sometimes turnover 
indicates whether or not policies have been properly followed. An audi- 
tor getting around in a division can sense whether people are being 
properly supervised. Although you hire them right and start in to train 
them right, unless you supervise them right, they are not going to be 
good employees. So an auditor is constantly watching for proper super- 
vision. 


We would like to know that our divisions are in full compliance 
with all the Defense Regulations; whether their cost records are proper; 
whether their ceiling prices have been properly figured; whether they 
are handling their freight properly. As a matter of fact, the only thing 
that is going to limit us as to what we are going to ask our auditors to 
do is the time that is available to do it. 


SELF AUDITS 


In addition to the formal audits, which are not made too frequently, 
we have what we call interim audits. These are somewhat self-appraisals 
by our accounting or office managers. Our headquarters accounting 
department issues bi-monthly questionnaires, after consultation with our 
auditors. These questionnaires, cover, during the year, practically all 
phases of an audit, but they do it in homeopathic doses. For example, 
here is the one that was issued in January of this year. It contains only 
four questions. It starts out: “Please answer these questions pertaining 
to your office, sign and route the original to your Division Manager and 
back to headquarters. Retain the duplicate copy for your files.” And for 
example, here is one of the questions that was asked: “Have you checked 
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on your cash sales order register which includes C.O.D.’s, and are all 
locally delivered orders uncleared in 48 hours being properly reported 
or traced.”” We know doggone well they haven't been, but this puts him 
on the spot to see that they are so that he can say “Yes.” 


Number 2, “Are you maintaining a flow of sales orders from ware- 
house to pricing and billing?” “Are you using 5-part sales order form 
and delivery receipt?” Now, every so often we have to revise our forms 
and when you have eleven divisions, one of them always thinks it has 
the exact form that fits that division and no other form can be adapted 
to it. We try to standardize our forms, but we have reluctant dragons 
that won’t accept them. Now, after having worked out in our account 
ing meetings and our operating meetings a certain 5-part sales order 
form we have to try to sell them on it. So this specific question tells us 
whether or not they are using the form. 


Here is another one: It starts out the same way. “Is every effort 
being made to deposit daily remittances received each day, and particu- 
larly on the last day of the month, to the end that customers’ accounts 
are being credited promptly.” Of course that should be done, but it isn’t 
done, and you who are doing internal auditing know it. This sharpens 
them up so that they can say “Yes” and they hurry up and do it. 


“Are you preparing monthly the Sales Order Tracer, by transfer- 
ring all uncleared orders of the prior month, to the tracer at the end of 
the month?” And this answer is rather typical “Yes, except for a couple 
of months when we got behind.” At least, this fellow was honest, and he 
is one of our best office managers. 


Then, when the auditor goes on his next trip to the division, he 
takes the answers to these questions. One of the first things he does is to 
check up to see whether the office manager is submitting a “weather 
report” or whether he actually has done the things he said he had. If the 
office manager has just made a “weather report” and hasn’t done them, 
that goes in the audit report. The office manager knows it is going in 
because he is told so. 


The best audit record is the shortest one. If our auditors can go 
out and check up everything and submit a report that consists of one 
sentence, “We have thoroughly audited ‘X’ Division and have nothing 
to report”, that to my way of thinking is the finest report that I can pos- 
sibly get. Being lazy, I don’t have to do anything about it. 


DIVIDENDS FROM AUDITING 
What are the dividends from this? Well, I think we have had 
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improved performance on the part of our divisions. I think we have 
reduced our costs, because mistakes are expensive. 


We think it works reasonably well. We know it would work better 
if our division managers and our executives weren’t quite so busy. There 
is plenty of gold in our auditing program that has not yet been panned 
out. Our managers have been most cooperative with this program. They 
feel it assists them. 


I don’t want you to gain the impression that sometimes our auditors 
don’t have to do a nasty job. Sometimes they find major derelictions that 
have to be laid right straight on the line. But generally speaking, our 
managers have come to realize that it is for their benefit they are checked 
up. We find we have less and less deviations from our manuals of instruc- 
tions. We have had no big peculations for years. We have had no 
absconding employees, or security bond claims. 


Our program was not developed overnight. It is different today 
from what it was ten years ago, and it is going to be different ten years 
from now. We are somewhat proud of our brain child but we think he 
is still short of maturity. 





If you’re right, take the humble side—you'll help the other fellow. 
If you’re wrong, take the humble side—and you'll help yourself. 


—R. L. Erwin. 


EMPLOYEE FRAUDS 
(WITH EXAMPLES)’ 


By CAMPBELL W. LEACH, C.B. 


The internal auditor is not a bloodhound, continuously looking for 
fraud, but as a good watchdog he cannot ignore the possibility of its 
presence in his company. Before he can satisfy himself that the system 
of internal check is functioning properly and that his company’s funds 
are properly safeguarded and accounted for, he must know the more 
common ways of committing and concealing employee frauds. 


RAUD is a word which can cover a variety of circumstances in busi- 

ness ranging from dishonest stock promotion and the manipulation 
of companies down to the theft of postage stamps by the office boy. 
Many frauds, or, if you like, embezzlements or defalcations, involve the 
technique of accounting, and I shall confine the following observations 
to this phase of the subject. They may not be particularly original, but at 
least they are based on experience. 


The internal auditor is responsible to management. He stands some- 
where between the board of directors and the operating and accounting 
staffs. The primary responsibility for proper operating and account- 
ing performance lies with the board of directors delegated, if you like, to 
the management, but it is obvious that in a large organization these 
groups cannot personally oversee all the details of the operations involved. 
Consequently, it is the duty of the internal auditor to see that the various 
departments of the organization are functioning properly and in accord- 
ance with the policies laid down by the management. The internal 
auditor is vitally interested in studying the effectiveness of the system 
of internal check and satisfying himself that it is functioning properly 
and that the company’s funds are properly safeguarded and accounted 
for. 


Since the vast majority of us are essentially honest, it is somewhat 
distressing to think that we have to spend even a portion of our time 
looking for dishonesty on the part of our fellow-workers, but unfor- 
tunately a sufficient number of embezzlements take place to make it 
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essential business practice to establish controls and checks which will 
prevent misdeeds from going undetected for any substantial length of 
time. Employees’ frauds cost U.S. business half a billion dollars a year; 
it is estimated that an average of 500 inside thefts costing $1,750,000 are 
being committed every working day. 


A moment's thought will convince anyone who is familiar with 
accounting records that in the absence of some kind of internal check, 
substantial sums could be stolen from almost any business concern. In 
the absence of such check and assuming the presence of a certain amount 
of cash any bookkeeper worthy of the name could help himself and bury 
his depredations so deep that only a skilled investigator could find them. 
Thus the subject breaks down into four parts—first, the embezzler must 
get his hands on the money and, second, he must find a way of hiding 
the fact; on the other hand he must be prevented or discouraged by 
internal check or finally detected by audit in one form or an other. If 
the embezzler is subject to no control or check, he will not have to do 
very much to cover up; on the other hand, the more closely he is checked 
the more ingenious he will have to be to cover his trail. 


WAYS TO CONCEAL CASH THEFTS 


Let me now attempt to classify some of the ways in which these 
thefts and manipulations take place, under two main headings—cash 
receipts and cash disbursements. 


CASH RECEIPTS 


The first requisite is of course the availability of either ready cash 
or some means by which incoming checks can be cashed or otherwise 
diverted for personal gain. These funds may be in the form of cash 
remittances from customers, cash payments over the counter, the pro- 
ceeds of cash sales, cash imprest funds or from miscellaneous sources such 
as the reimbursement of travelling advances. 


Let us start with the most simple example. A cashier works at a 
cash desk or cage and receives payments from customers in cash or in 
checks; his cash book shows the balance which he must account for; he 
steals sums of cash from time to time but makes no attempt to falsify 
his records because nobody ever checks them. The result is that his cash 
balance goes up and up but the actual cash is not all there. It seems 
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hard to conceive that such a thing could happen, but in years gone 
by there were many instances of this, and auditing text books and 
articles contained many such examples. 


Under present day conditions nothing so crude as this can succeed 
very long and it is usually necessary for a wrongdoer to find a means of 
manipulating the accounts so as to hide the shortage. In other words, 
he must relieve himself of the necessity of accounting for the missing 
money, and a considerable number of methods exist whereby a misap- 
propriation may be disguised, of which the following are typical: 

(a) The falsification of the bank reconciliations 

(b) The kiting or over-lapping of bank deposits 

(c) The creation of fictitious credits to accounts receivable 

(d) The over-statement of cash discounts 

(e) The kiting of checks 

(f) The failure to account properly for cash sales 

(g) The falsification of cash book totals. 


Since there is some overlapping on these points, I shall comment 
on them under five headings. 


(1) Falsification of bank reconcilations — we will assume here 
that a cashier has pocketed a sum of money representing one or more 
remittances received in cash from customers, the amount or amounts 
having been entered properly in the cash book, and the customers have 
been duly credited. The cashier knows that his records will be subject 
to only a superficial scrutiny, therefore in reconciling his bank account 
he shows one or more outstanding deposits to account for the missing 
sum or he fails to list outstanding checks for the same amount. If his 
work is not checked, his records will appear to be in order. The defense 
against this is of course perfectly simple since an independent check of 
the reconciliation will show that there is something wrong, but even then 
it sometimes happens that a plausible excuse will postpone the day of 
reckoning. 


(2) The kiting or over-lapping of bank deposits — this method is 
used where a cashier knows that his records will be subject to a check, 
but hopes to avoid detection by giving them an appearance of normality 
in the expectation that he will eventually be able to repay the money 
or cover up his embezzlement some other way at a later date. This 
technique is quite well known and is one of the most popular. A remit- 
tance is received from a customer either in cash or by a check which 
can be negotiated. The customer’s account is duly credited, but the 
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money or check is not deposited in the bank. It appears in the cashier's 
records however as a separate bank deposit. A few days later a remit- 
tance of a similar but not necessary identical amount is received from 
another customer and duly credited to him. This remittance plus or 
minus a small adjustment in cash is made as a separate bank deposit 
to match exactly the amount that was previously withheld. This process 
can be continued indefinitely and of course is facilitated if there are 
sufficient amounts being received in cash to work out the adjustments of 
the various deposits. At the reconciliation date, say the end of the month, 
one or more outstanding deposits will appear, but since they will be 
traceable to the bank account in the early days of the following month, 
it is very easy to accept the explanation that the remittances were 
received too late for banking or that the cash book was held open for a 
day or two. The defences against this method are various. A routine 
comparison of the cash book and the credits in the bank account should 
be made with an eye to the dates, and a continuous lag would be sus- 
picious to say the least. Secondly, since this method involves making 
bank deposits which are constituted differently from the entries appear- 
ing in the cash book, a comparison of duplicate deposit slips will some- 
times expose the trick, unless the wrongdoer has been farsighted enough 
to prepare a bogus set of these. For example, if the cash book shows remit- 
tances from two customers for $400 and $600 respectively, and the bank 
deposit slip shows a deposit of a check for $800 and cash for $200, this 
again would be grounds for serious suspicion. To guard against the possi- 
bility of forged deposit slips, it is sometimes suggested that the bank be 
requested to make available the original deposit slips, but this step is 
usually impractical. 


(3) Fictitious credits to accounts receivable — If customers’ remit- 
tances have been misappropriated, it is only a temporary expedient, as I 
have already indicated, to keep them in good standing by manipulating 
ihe cashbook. Furthermore there may be persons other than cashiers 
involved in this type of fraud. It is therefore another common practice 
to misappropriate remittances from customers and to give the customer 
the necessary credit with some other plausible explanation. The methods 
by which this can be accomplished are legion, depending as always on 
circumstances. Let us take the example of a small concern where all the 
books are operated by one man: a remittance being received from a 
customer in a form in which it can be misappropriated, the cashier 
pockets the money and puts through a credit note for a price or quantity 
adjustment, for a discount adjustment or even as the write-off of a bad 
debt. Obviously there are not many concerns in which this could be 
effected because most adjustments are carefully scrutinized as a result 


Employee Frauds (With Examples) 45 


of experience, but there is sometimes a chink in the armour of control 
where a sales manager or credit manager may be lax in the way in 
which he approves adjustments. Even the cash discount method can be 
quite profitable. The remittances of customers paying the gross amount 
of their invoices can be entered in the cashbook as if they had taken the 
discount and the difference involved can be taken out of whatever cash 
may be available. Thus, the discount account bears the charge and the 
theft is covered. In all these cases, some control by the wrongdoer over 
the customers’ accounts is essential so that when the statements go out 
they will read properly in the eyes of the customer. Even with the best 
of systems, it is sometimes possible for the embezzler to get his hands 
on outgoing statements and change them to his liking. This should be 
enough to indicate that it is important to maintain the closest control 
and approval over the credits to customers’ accounts. The two auditing 
methods commonly used to guard against such an occurrence consist of 
(1) a test of credit postings in customers’ accounts, working from the 
ledger to the cash book entries, in such a way that any entries in the 
ledger which purport to be cash are traced into the bank and (2) a close 
scrutiny of all credit notes and other adjustments to see that they are 
properly approved, tracing these through in total to the credit side of 
the accounts receivable control. 

(4) Kiting of checks — The kiting of checks is a splendid device 
well known to certain segments of the business community. In essence, 
it means making out a check and depositing it in the bank knowing that 
the funds are not available to pay it, thus taking advantage of the time 
that it takes for the check to reach the bank on which it is drawn and 
return through the banking system. It has been used on many occasions 
to bolster up a weak credit position and the banks are well aware of it. 
It may also be used by an embezzler to hide his shortage for a period. 
It is only necessary to draw a check on a fictitious account in a distant 
city and deposit it just before the end of the month. The bank reconcilia- 
tion is in order and everything is fine until the check returns a week or 
ten days later, when the process can be repeated. This is the reason 
why auditors consider it advisable to examine the bank debits during 
the period following the audit date. 


(5) Cash sales and the manipulation of totals — The misappropri- 
ation of cash sales is almost too element&ry to require comment. Oppor- 
tunities exist for salesmen, shippers, stock men, credit men, cashiers, and 
others, and the closest control is clearly necessary. This is accomplished 
by stock control, delivery slips, numbered cash sales invoices and the 
segregation of duties. The cashier’s position is especially important 
because of the opportunities for manipulation. He can take the cash 
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and replace it in his accounting by customers’ checks or by the juggling 
of cash book totals. Many cash books contain a column for cash sales 
which in effect constitutes a credit to sales and a debit to cash. If this 
column is deliberately short-totalled the difference automatically dis- 
appears to the detriment of the concern’s profit and loss account. 


The same process can be used in any cash book where revenue or 
expense totals are developed. Decrease the revenue total or increase the 
expense total and a cash shortage dissappears. In the absence of internal 
checks it is quite safe. Small wonder that auditors have the reputation 
of being adders. It is equally clear that revenue or expense columns in 
a cash book are sources of danger. 


CASH DISBURSEMENTS 


The frauds relating to cash disbursements usually involve the 
unathorized withdrawal of funds and often involve some form of forgery 
or collusion; it is also possible to use the disbursement records as a means 
of disguising the theft of cash receipts. Let us consider a few examples: 


(1) Payrolls — The possibilities for fraud in connection with 
payrolls are often good and payroll padding has always been a popular 
method. In its simplest form, it merely requires increasing the total of 
the payroll and pocketing the difference. As this can only be done 
where the same employee is making up the payroll, drawing the money 
and distributing the pay, variations have been resorted to. They include 
insertion of fictitious names in the payroll, preparation of fake time cards, 
raising the amount of time cards and falsification of the record of earn- 
ings of individual employees by changing hours or rates. The best defense 
is a proper segregation of payroll duties, combined with a cross check 
between payrolls and an independent calculation of labor costs. The 
auditing techniques are very onerous on account of the volume of work. 
They include a scrutiny of the effectiveness of the system, a check of 
time cards, tests of rates and extensions, occasional attendance at pay 
distribution, and of course the inevitable additions. 


(2) Presentation of false vouchers — This method often involves 
the collusion of an accomplice and for that reason may be very hard to 
detect. Let us assume that an embezzler has a criminally-minded friend 
who is the cashier in a supplier’s office. The latter quietly draws a few 
of his company’s blank invoices and makes them out to the first com- 
pany. The embezzler fakes any necessary approvals, makes out a check 
and presents it for signature with a pile of others. The check is then 
passed to the accomplice who deposits it in his company’s bank account 
in substitution for other remittances received in cash, which they can 
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then divide between them. A good purchasing and vouchering routine 
is the best safeguard here as ordinary audit methods do not have a very 
good chance against collusion. 


There was a story which appeared in the press about a war con- 
tractor who issued fake invoices to his principal company payable to 
a second company, ostensibly a supplier but in fact a dummy set up 
to pad a “cost plus” contract. A variation of this is the use of authentic 
invoices a second time. This can be done if the signing officer is lax 
or if certain weaknesses exist in the vouchering routine, such as failure 
to mark an invoice when first vouchered. If an accomplice is used the 
scheme may be the same from there on; or a forged endorsement may 
be successful, or the check may be used for a personal purchase, or even 
made out to a different payee, such as a bank, ostentibly for a draft. 


(3) Forged checks — This is another time-honored device which 
in its simplest form requires little comment since it can only be suc- 
cessful under the most favorable conditions. However, certain varia- 
tions are interesting. If, for example, a cashier is able to deposit incom- 
ing checks without having to account for them he can forge a check for 
a similar withdrawal, destroy the check when it is returned by the 
bank and make the entries in the bank statement appear to be errors. 
This is why it is recommended that returned checks and bank state- 
ments be subjected to an independent check before they are released to 
the cashier. 


Similarly, a check can be raised, with the same effect, after it has 
passed through the bank. Let us assume that a cashier is short the sum 
of $100. He waits for an opportunity when both a check and its sup- 
porting voucher can be raised by that sum. They are presented for sig- 
nature in their proper form but put through the books for $100 more. 
The voucher is raised and then later the check when it comes back from 
the bank. The shortage disappears and the fraud would pass the average 
scrutiny. This is just a more elaborate form of the petty-cash-voucher- 
raising technique practiced by all too many office boys. 


(4) Check kiting — I repeat this item under the disbursement 
heading to show how a skillful hand could use his own company’s 
checks to cover a shortage. Many companies make transfers between 
their own bank accounts by check or by means of bank transfer notifica- 
tions—either will do for our purpose. Being short in one account, our 
embezzler draws a check on another account in the normal way, and 
deposits it at the end of the month in the first account, entering it on 
the receipt side, however, in such a way as to hide his previous pilfer- 
age, say as a credit to some customer’s account. He does not enter it 
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as a disbursement, however, and as the check does not have a chance 
to clear before the end of the month, both bank accounts appear to be 
in order. This is pretty delicate work, but here again the necessity of 
examining the subsequent charges to the bank account is apparent. 


The foregoing are only a few of the methods used to commit fraud. 
One surety company estimates that there are 71 different ways in which 
an employee can steal, ranging from the simple pocketing of a tool to 
the most intricate accounting manipulation. The seven most common 
methods which involve the accounting records are as follows: 

(1) Paying bills on false invoices and cashing the checks by forged 

endorsement. 

(2) Invoicing goods below established prices and accepting cash 

bribes. 

(3) Raising the amount on checks, invoices and vouchers after 

they have been approved. 

(4) Issuing and cashing checks for returned goods not actually 

returned. 

(5) Pocketing the proceeds from cash sales and not recording the 

sales. 

(6) Collecting doubtful accounts and reporting them uncollectible. 


(7) Padding payroll, time and production records. 


EXAMPLES 
Now let me give you some concrete examples. You will probably 
think that none of these things could happen if a proper system were in 
force. that is true; but all systems are not good and that even the best 
have their weaknesses. All these things have happened and will happen 
again. 


THE CASE OF THE MESSY BRUNETTE 

This charming girl was the bookkeeper for a small manufacturing 
company and was actually a daughter of one of the principal share- 
holders. She was in the habit of drawing a check for the gross amount 
of the payroll and depositing back in the bank the amount of payroll 
deductions for the employees’ share of group insurance premiums. The 
payments for group insurance were charged to an expense account so 
that the conditions were perfect. On a few occasions the payroll deduc- 
tions were held out for a few days and when nothing was said she pro- 
ceeded to pocket small sums with increasing frequency over a period 
of about two years. These depradations of course came to light as soon 
as the books were subjected to a proper audit. 
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This was a petty and sordid little affair, but it illustrates how a 
defalcation may follow from an innocent error which goes unnoticed 
and also how an elementary weakness in a system provides the oppor- 
tunity. 


THE CASE OF THE REMITTANCE MAN 


This was an Englishman with considerable accounting experience 
and a fair amount of polish. His name suggested that his family had 
come over with William the Conqueror, he moved somewhat too rapidly 
from one job to another, and he drank too much. He had been working 
for about two years as accountant and cashier for a wholesale textile 
house, when it was suddenly discovered, almost by accident, that he had 
been stealing cash remittances and covering up by the standard method 
referred to already as “overlapping” deposits. What made this case 
somewhat unusual was the fact that the actual lag in deposits was com- 
pletely disguised by the simple expedient of changing the deposits on 
the printed bank statement, this being done so skillfully that it was 
never noticed. The bank reconciliation had been faked periodically by 
means of outstanding deposits which apparently turned up in the bank 
in the following period and it was not until he slipped on this phase that 
the discrepancy was discovered. 


Investigation disclosed that slight blurs in the printing of the 
deposits in the bank statement were actually changes made carefully 
with the aid of a similar bookkeeping machine. No one could be blamed 
for not noticing these, but everybody’s face was red. 


THE CASE OF THE HIGH-FLYING BROKERAGE CLERK 

This was a most interesting affair but to really appreciate it one 
had to see the hectic character of a brokerage office in the late twenties. 
This man was what might be termed a senior ledger keeper and in that 
capacity was responsible for posting two ledgers which contained a great 
number of accounts pertaining to the firm’s trading and underwriting 
activities. I call him high-flying because he was known to be an amateur 
flyer and even turned up in the office on occasion wearing an aviator’s 
helmet. A more or less continuous audit of the cash transactions was 
carried out by independent auditors, but by arrangement, owing to the 
volume of transactions in these ledgers and the faith which the broker 
age firm had in this ledger keeper, the postings to his ledgers were not 
checked. One of the ledgers contained an account called “suspense 
account” which was used to clear odd transactions which had no regular 
resting place. For example, clients of the firms would bring in cash and 
ask for a check on the firm’s New York bank account—the debit and 


credit for this would be cleared through “suspense account” by the 
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cashier. Similarly, clients, partners or members of the staff would ask 
for a firm check to pay personal bills and would deposit the cash; these 
were also cleared through the suspense account and gave our friend his 
opportunity. I have said enough to indicate that he had acquired some 
expensive personal habits and he adopted the practice of requisitioning 
checks to pay a great number of personal bills and gave instructions 
that they should be charged to “suspense account” where they were 
all duly debited showing the name of the payee. A day or two later 
he would make a credit entry in the “suspense account” indicating that 
cash had been received for each of the amounts, and would then put 
the offsetting debit in some security trading account without a journal 
entry, writing opposite the amount some plausible notation indicating 
that it was an expense incurred in connection with that particular 
account. On several occasions, he was asked by the auditors for an 
explanation of the entries in the suspense account and he stated that they 
were disbursements of a temporary nature which were made for clients 
who would reimburse the firm at a later date, and he showed in the 
ledger where these and previous amounts had been duly paid. At first 
the auditors did not take the precaution to look at the cash book to see 
if the receipts of cash actually appeared there. In due course however 
this was done and the scheme collapsed. 


One transaction was particularly interesting. On one occasion he 
requisitioned the purchase of $5,000 Dominion of Canada bonds indi- 
cating on the order that it was to be charged to “suspense account” and 
the bonds delivered to him, adding the words “payment arranged for”’. 
He then entered the same type of fictitious credit in the suspense account 
and spread the amount involved, approximately $5,000, over several 
accounts. 


The key to this scheme was the ability to make a transfer between 
ledger accounts without independent scrutiny. How easy it would be 
for any ledgerkeeper to do the same if he were not checked. 


THE CASE OF THE PRESIDENT’'S NEPHEW 


This man was the cashier of two companies and was the nephew of 
the president and principal shareholder. A considerable number of small 
remittances were received in cash and he misappropriated some of 
these and attempted to cover up by kiting or over-lapping the bank 
deposits in the time-honored manner. Over the end of the first fiscal 
year involved, a very small amount was missing and was accepted with- 
out question as an oustanding deposit. During the latter part of the next 
year the auditors appeared, to make an interim examination, and were 
told that it was the practice to destroy the bank reconciliations each 
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month after the bank account had been balanced. Upon being asked 
for a new reconciliation, he presented one which was obviously incor- 
rect. Upon this being reported to the chief accountant, the latter said 
that the cashier was lazy and had probably forced a balance to dispose 
of the matter. However, he undertook to prepare a proper reconciliation 
himself and discovered that there was a shortage. 


The interesting phase of this case was that the cashier had kept 
two sets of cash book sheets, one of which recorded correctly the dates 
of miscellaneous receipts so as not to arouse the suspicion of the other 
employees who had access to the cash records, and the other of which 
recorded the dates on which deposits were actually made. He contrived 
to submit the second set to the auditors to conceal from them the fact 
that there was a considerable time lag between dates of receipts and 
dates of deposits. Thus both sets were identical in all respects except as 
to dates. This is the only case that I have heard of where loose-leaf books 
were used as a means of covering up an embezzlement. His uncle, the 
president, was even more annoyed than one might expect, because he 
could not prosecute his own nephew. 


THE CASE OF THE TRUST COMPANY OFFICIAL 


An officer of a branch of a trust company obtained access to secur- 
ities held for safekeeping by the simple expedient of switching keys with 
the manager who had joint custody of the securities. There were two 
keys required to open the lock, and the manager was in the habit of 
handing his key to the officer in question for insertion in the lock. This 
made it very easy for the keys to be switched and an extra key made. 
Then having both the necessary keys, our friend went to the vault 
when no one was looking and helped himself to negotiable securities 
which were taken and used for various purposes such as borrowing 
money at the bank, and also as margin in several brokerage accounts. 
As the time of the year-end audit, the securities were returned, if pos- 
sible, or the shortage covered up by bringing similar securities in from 
the bond trading department after the auditors had counted them 
there. Hard to believe, but it happened. This shows the importance of 
the auditor retaining control of all securities or cash funds during the 
time that a count is going on. 


THE CASE OF THE MISSING HOTEL EMPLOYEES 

One of our largest hotels had a payroll system which they thought 
was pretty fair although they probably would not have boasted about 
it. All the employees punched time cards; each department head made 
up a weekly time report showing from his or her own observation the 
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hours worked by each employee each day; these reports went to the 
controller’s office where the wages were calculated and the totals bal- 
anced; pay vouchers were made up in triplicate, one being delivered 
back through the department head to the employee and one to Brinks 
Express with a statement of the payroll total; Brinks Express arrived at 
the hotel with the pay in cash and distributed it from a little office in 
the basement upon presentation of the respective pay vouchers. Every 

thing was dandy until it was discovered that one employee appearing 
on the payroll had actually been absent for the week in question. Investi 

gation disclosed that when this happened the department heads were in 
the practice of leaving the employee’s name on the weekly time report, 
but with a notation opposite the name indicating the fact that he or 
she had been absent. Some one in the controller’s office had evidently 
been erasing these notations and inserting fictitious working hours. Sev- 
eral clerks worked on the payroll, but it was evident that the changes 
must have been made after the completion of the payroll but before 
it was delivered to Brinks. At this critical point all the papers were repos- 
ing overnight in an unlocked cabinet, so that any one of 15 or 20 per- 
sons could have added the necessary amounts, changed the totals, pre- 
pared the essential pay vouchers and presented the employees’ voucher 
to the Brinks either himself or through an accomplice. Although some 
suspicions were entertained, the hotel managers are still wondering 
who out-smarted them. 


THE INTERNAL AUDITOR'S RESPONSIBILITY 


I think that the moral of ail this is quite clear. There must be 
internal control, internal check and the segregation of duties as a pro- 
tection against wrong-doing as well as against carelessness and in- 
efficiency. There must also be auditing in one form or another. Modern 
auditing is an art, and an interesting one at that, if approached from 
the point of view of testing the system to see if it is good and, if good, 
is carried out effectively and in the intended manner. The accounting 
of a large business is complicated and no one person can review it all. 
Weaknesses may exist but the very size of the undertaking may hide 
them. These weaknesses may give the embezzler his opportunity; they 
may be apparent to him but to no one else and therefore the auditor 
must discover them, check them, and recommend their correction. 


The internal auditor is in the best position to do this. His full time 
is devoted to the affairs of one company; he thus has opportunities to 
be familiar with many company facts such as the current cost of various 
commodities, current selling prices, the quantities required for various 
purposes, the level of costs and expenses in various departments, stand- 
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ards of efficiency, duties of personnel, their signatures, initials and even 
their business habits, accurate and detailed knowledge of prescribed 
routines, and a hundred and one little things, so that he can be sensi- 
tive to any departure from the normal. 


The auditor’s prime duty is not to look for fraud but unfortunately 
he cannot ignore the possibility of its presence. The situation has been 
well stated by the oft-quoted English jurist “The auditor is a watchdog, 
not a bloodhound”. 


Next to doing things that deserve to be written, there is nothing 
that gets a man more credit, or gives him more pleasure, than to write 


things that deserve to be read. 
—Lorp CHESTERFIELD. 








ON STRAIGHT THINKING’ 


IFE is full of irritations. Some of them are little things, like a bad- 

tasting cigarette or a crowd blocking a doorway. Others, like mis- 
understanding one another and not being able to explain ourselves 
clearly, are more serious and take greater toll of our good nature. Our 
tension mounts, our humour subsides, and the first thing we know we are 
smothered under a pile of incidents which, perhaps unimportant in 
themselves, have the power to destroy our enjoyment of life. 


Thinking about our personality and social problems will not by 
itself rid us of our worries and fears, but thinking straight about prob- 
lems, hopes and plans will make us surer of ourselves, increase our 
confidence, and thereby reduce both worry and fear. 


Straight thinking doesn’t depend entirely upon logic or anything 
like that, but it does demand that we take time to think. We don’t want 
too much stopping to think, of course. That would denude us of ideas, 
vitality, and individuality. We need the golden mean between too much 
concentration on thought and too little thinking about things. 


There are fallacies in thinking of which we must beware. It is not 
always the truth of basic ideas that counts toward accuracy; we must 
also take into account the way they are put together. If we say “The 
moon is made of green cheese” we are dealing with two realities—the 
moon and green cheese—but we put them together falsely, and our 
judgment is wrong. 


Logic is the science given over to describing forms of thought 
which we need to use if we are to reason validly. It is not a difficult 
subject, but the words and names it employs are likely to frighten people 
away. 


THE PRINCIPLES OF THINKING 


There are two ways of making a decision. We may make observa- 
tions, weigh the possibilities, and decide what to do or say. That is the 
rational way. Or we may decide without conscious thinking, as we 
so often do about the little things in life. 





*This article was published also in the Monthly Letter of The Royal, Bank of Canada 
for September, 1951. Copyright 1951. 
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We should be in a continual turmoil if we had to think consciously 
and by rule about every little thing we did during the day. It would be 
harrowing, we should lose a great deal of our spontaneity, it would 
become harder and harder to accomplish anything, and we should be 
continually getting lost in byways. The person who is indecisive about 
little things is like puss chasing her tail, the centre of a complex drama 
but not getting anywhere. 


Thinking is not easy. Some of us imagine that we are thinking 
when we are only sitting at ease watching a memory movie. Reverie 
can be deceptive. We may sit down to ponder a problem, and with a 
corner of one eye on a corner of the truth we may spend an hour wan- 
dering without profit amid things that interest us but are not important 
to the question at hand. 


LOGIC 


Logic is a study that extends over a lifetime. Indeec, what we have 
today of logical reasoning is the outcome of many lifetimes devoted to 
study, but all that we ordinary people—business men, teachers, club 
workers, members of societies, and everyone who is in daily contact 
with others—all we need is to know and apply a few elementary rules. 


Here are four principles for testing our thinking: 


(1) The principle of /dentity. Everything is what it is (therefore, 
you say to yourself or to your argumentative friend, it is no good rais- 
ing a quibble on this score. ) 


(2) The principle of Contradiction. Contradictory judgments can- 
not both be true (so you do not entertain the thought or try to put across 
the idea that something can both be and not be.) 


(3) The principle of Excluded middle. Everything must either be 
or not be: it is impossible to mention anything together with a quality 
or circumstance without allowing that the quality or circumstance either 
belongs to the thing or does not. Your answer must be “Yes” or “No”. 
(This is a rule that will keep us from trying to ride two horses in 
different directions at the same time.) 


(4) The principle of Sufficient Reason. There is sufficient reason 
for everything. (So you tell yourself when something perversely refuses 
to turn out the way you want it to: nothing happens without a reason 
why it should be so rather than otherwise.) Some logicians think this 
principle has no place in logical doctrine, but it a very useful tool to 
the business man, and, indeed, to all of us who find ourselves wishing 
to think straight. 
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Using logic will not give us the truth in answer to our questions, 
but it will help us to reach the truth. To learn that truth can be reached 
only by straight thinking, and that sometimes the truth we find may 
challenge our cherished beliefs, is the beginning of a philosophy that 
can make us great. 


ABOUT COMMON SENSE 

The processes of thinking may appear cold and intellectual, whereas 
we know that life calls for decisions and actions in which emotions and 
imagination play a part. Well, many of these decisions and actions are 
based, we are accustomed to boasting, on “common sense”, and logical 
thinking is merely the science of common sense. The man of eminent 
common sense, the woman of good judgment, are persons whose minds 
think clearly and are not influenced by prejudice, narrow views, pig- 
headedness and false values. 


This is a virtue we may call “seeing things whole.” To think 
straight, a person’s observation must include the unwelcome as well 
as the welcome facts; he must be able to separate the important from 
the unimportant; he must take note of uninteresting facts that have a 
bearing on the question, and not only of the facts which have intrinsic 
interest for him. The man who wishes to think effectively cannot afford 
to wear blinkers. 


Nor can the straight-thinking man fixate on beliefs, however, well- 
established they seem, and refuse to consider new or different facts that 
might affect them. 


SOME PRACTICAL HELPS 

It may seem silly to talk about “system” in connection with think- 
ing. Many of us have been accustomed to thinking about thinking as 
some vagrant faculty that sometimes surprises us by being right. The 
whole point of this Monthly Letter is that while a method does not sup- 
ply thought and inspiration, it does guide them, and can make our think- 
ing come out right more often. 


One elementary rule for successful thinking may be adapted from 
the Boy Scout trick for finding a lost object. You decide approximately 
where the object may be, then start in a wide circle and walk in ever- 
narrowing circles around that spot. The object may not be found pre- 
cisely in the centre—if it were always there it would not be lost—but 
the system is better in its results than casting far and wide in erratic 
criss-crossing lines. 





Almost, as it were, growing out of this is another guide: don’t try 
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to perceive the whole of a complex situation at once. Pay careful atten- 
tion to details. Chase away the moths of distraction, which can so quickly 
and stealthily riddle our thinking with holes. 


Let your imagination have free play within the bounds you have 
set. This is one of the important requirements of an executive: to allow 
his imagination, centered upon a problem, to play with all the knowl- 
edge it has accumulated about this or closely related problems. It is by 
combination of the old and the new, fused by contemplation, that the 
creation of solutions is brought about. 

Often, in these Letters, we have urged the value of writing things 
down, and nowhere else is this device so prolific of gratification as in 
thinking. 

Ideas and conceptions which seem utterly chaotic when circling 
and colliding in the mind become clear and separated into orbits and 
systems and galaxies when written or sketched on paper. There is in 
the very act of taking a pencil in hand something imperative which 
the most wandering mind seldom resists. 

Writing things down brings us face to face with facts, and gives us 
the chance to study them minutely. It shows us new relationships 
between facts. And it gives us the opportunity to go back and check the 
correctness of our thinking. By its clarity, it tends to eliminate wishful 
thinking. 


REASONING FROM FACTS 

The choice of facts from which to proceed often presents a difficult 
problem. If we keep in mind the purpose of our train of thought, and 
select the facts which have the most vital bearing on it, we shall not 
go far wrong. 


Facts are the material of thinking, and there are four principal 
sources: our direct observation; our memories; reports provided by other 
persons, and self-evident truths. 


Having gathered and stored facts, and decided what facts are useful 
and true in the case under thought, we need to put them together in a 
form that will give a valid conclusion. One of the best ways is by throw 
ing statements containing the facts into a syllogism, which is merely 
an argument consisting of three propositions. The first two propositions 
state known facts, the premises, and the third is the conclusion. The most 
common example in teaching logic is this: 

All men are mortal. 

Jones is a man. 


Jones is mortal. 
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Here is an argument in which a general statement is made (All 
Men are mortal), than a particular statement (Jones is a Man) which 
brings Jones within the wide statement, and this leads to the conclusion 
(Jones is mortal). 


It must be noted that the syllogism does not make truth, but demon- 
strates it. The premises must be correct. If the facts stated in the prem- 
ises are correct, and if the syllogism conforms to the rules, then accuracy 
of the conclusion is assured. (A little Pelican book, Thinking to Some 
Purpose, by L. Susan Stebbing, covers the principles and practices of 
logic in an understandable way, and provides us with all the usuable 
knowledge of this subject we need for everyday affairs.) 


INTUITION AND EXPERIENCE 


There are many persons who pooh-pooh logic. They rely upon 
intuition, as did Lucetta in Shakespeare’s The Two Gentlemen of Ver- 
ona: “I have no other but a woman’s reason; I think him so, because I 
think him so.” 


Intuition has its big and important place in life. There are certain 
truths which the human mind perceives without effort. Our sciences, 
our philosophy, and our business are built upon truths obtained through 
intuition. Science calls such truths “axioms,” philosophy calls them 
“innate ideas’, and business men call them “horse-sense.” 


Most persons of responsibility are more readily convinced by ex- 
perience than by any other means. Life is a succession of lessons en- 
forced by punishment for mistakes and rewarded by the good outcome 
of doing things right. To link these experiences in meaningful ways 
gives us satisfaction, because of these things we are certain. 


But we need not confine ourselves to our own experiences. It would 
be a dreadful prospect if every child entering the world had to wait 
and learn by experience the burning quality of fire, how to catch and 
cook his dinner, and that he can’t successfully tackle a lion unarmed. 


The man who depends upon his own experiences has relatively 
few materials to work with. That is why technical books and trade 
papers are used — to make available to us knowledge of the techniques 
and practices used effectively by others. 

CAUSE AND EFFECT 

Taking the experiences we ourselves have had, and the experiences 

of others, we may analyse them to determine what made them turn 


out as they did. By that means we find new combinations, introduce 
new factors, and perhaps discover new applications. 


On Straight Thinking 59 


In doing this we shall find that not every result is truly ascribed 
to the commonly-thought-of cause. Perhaps the most usual fault in our 
reasoning is the assignment of the wrong cause to an observed happen- 
ing. 


A few hints about the pitfalls may be of service. It is wise to look 
for a third factor in every cause-and-effect relationship. The apparent 
cause and apparent effect may be moving together because some other 
event is bearing on both alike. This is a precaution particularly neces- 
sary in studying business statistics, comparing the results in two depart- 
ments during a year’s operations, or relating, let us say, the rise and 
fall of the money supply in Canada to that in the United States. 


We know very little about real causes. Under certain conditions, 
we have observed, certain events are always followed by certain others. 
We need to guard against thinking in a routine way that because this 
came after that, then this is because of that. The same result may have 
several antecedents. For example, it may be true that if there are too 
many cooks the broth will be spoiled, but it is also true that spoiled 
broth may result from the inefficiency of one cook. 


Much confusion may be avoided by being definite about the things 
we are discussing. “Define your terms” is good logical doctrine — and it 
is fully as useful to the business executive as to the philosopher. But 
definition is difficult, it is a severe test of mental skill, and it is often 
looked upon as tiresome. 


Definition must bring out a distinguishing attribute of the notion 
we are defining, and it must be clearer than the notion we are defining. 
Mr. Friar gave irritable confirmation of the difficulty when he said in 
Arnold Bennett’s Dream of Destiny: “You've found me out. You've 
asked me for a definition. All you subtle people do that. I can’t define. 
I never could. I can only state.” 


FROM DEFINITION TO JUDGMENT 

After gathering facts, observing happenings, recalling experiences 
of ourselves or of others, and defining both our objective and the terms 
we are using we proceed to reason things out. 


Two ways of doing this are by induction and deduction. Induction 
is arguing that what is true of an individual must be true of the class 
to which it belongs; deduction is arguing that what is true of a class must 
be true of an individual in that class. Most of our knowledge is obtained 
by a combination of the two. 


At the point to which we have reasoned by either induction or 
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deduction we frame a hypothesis, which is merely an opinion we hold 
tentatively while we test it. We assume that such-and-such follows as 
a result of so-and-so, and that when similar conditions exist in future, the 
same thing will happen. If we find that our hypothesis is correct, so far 
as observations which we consider adequate go, and that such-and-such 
never happens except under the conditions that we have decided are 
necessary, we will conclude that we have reached the truth. Even if the 
hypothesis falls down, the act of framing and testing it has cleared the 
ground, and we have fewer possibilities to cover in our next attempt 
to find the truth. 


The danger to be avoided in this kind of thinking is that of form- 
ing an unbreakable attachment for a pet hypothesis, so that divorce from 
it seems heartbreaking. Methods of thinking are not subject to senti- 
mental feeling: they are merely devices which we use as a means to 
acquiring truth and controlling facts. 


When we frame propositions, which can be the first tests of 
hypotheses, we take a big practical step toward thinking clearly. There 
are four forms of proposition which we use in deductive reasoning, and 
it will be seen that when we have fitted our thought into asserting 
something in one or other of these forms we have eliminated a great 
deal of woolly thinking. The propositions are named “A E I O”, with the 
following meanings: 


A... the universal affirmative (All A’s are X’s) 

E ... the universal negative (No A is an X) 

I ... the partial affirmative (Some A’s are X’s) 

OQ... the partial negative (Some A’s are not X’s) 

The proposition lays before our own minds or the minds of others 
the result of an act of judgment, in which we have brought together 
two ideas. It is always a choice between two and only two alternatives 
at any given time. 

ENEMIES OF THINKING 
The first enemy of constructive thinking is purposeless reverie, or 


day-dreaming. This is a kind of intellectual vagrancy indulged in by 
surface thinkers, who are the only unprogressive people in the world. 


Next is prejudice, which closes the door to truth and knowledge. 
One mark of an educated man is the degree of his open-mindedness. A 
common sort of prejudiced thinking is to hold an opinion more strongly 
than the evidence warrants. Some prejudices are caused by emotional 
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bias, under the influence of which we select incidents favourable to 
them, fail to notice anything that tells against them, and then proceed 
to use our favourable cases as “proof”. 


Sometimes we jump to conclusions. We have a likeable idea in our 
minds, and we assume that it is true, then proceed to use it as a founda- 
tion upon which to base our reasoning toward that very conclusion. 


Then there are faults due to a mistake in reasoning. One common 
mistake is to argue from an unqualified statement to a statement about 
a special case: “democratic institutions are the best, therefore they must 
work well in India.” Or, on the contrary, we may argue from a specially 
qualified case to a conclusion that ignores the qualification. 


We shall find, as we progress in thinking straight, the importance of 
words. They are the very instrument of thinking; without them we 
should be as ignorant as the beasts of the field. Words provide us with 
nets in which we catch thoughts and ideas; they are the material in 
which we encase our thinking to build ideals. 


We should try to understand clearly the words we use in our own 
thinking, and to convey to our hearers what precisely it is that we are 
using these words to say 


A FEW BONUS VIRTUES 

Straight thinking is good for us because of many dividends it pays. 
It helps to release our tensions, to heal our disappointments, to cure our 
indecision and to increase our courage. 


Tensions are released when they find an outlet, and what better 
outlet could there be for the pent-up forces within us than thinking 
some problem through to its solution? Even to go back, at the day’s end, 
to some decision made, and analyse it in the light of a few elementary 
rules of thought, may ease our minds by confirming our judgment, or, 
if calm thought dictates otherwise, we may proceed to correct the mis 
taken decision, with consequent peace of mind. 


Disappointment, coming upon us like twinges of sudden pain, can 
be tackled by our thought. So long as we can think, there is no need 
to flutter like a wounded bird. Disappointment can be wholesome medi 
cine if out of it we learn the possibilities for good that we have in our 
minds. 


MEDITATIVE THINKING 


Most of us, while agreeing that we should be better able to think 
if we used some of the knowledge glanced at in this Letter, will say that 
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we have not time. Pages could be written about the fallacy in this 
thought: about the extra time it takes to fix up mistakes made because 
of shallow or too-fast thinking: about the emotional disturbances brought 
on by trying to think of too many things in the course of a day’s work; 
about the physical breakdowns caused by over-loaded brains forcing a 
slow-down. 


When we learn to think with some degree of order about the 
everyday affairs of our lives, we shall be in the happy position of hav- 
ing time to think about things that really gratify and relax us. 


All through the day there is no solitude; always the door opens 
and someone comes in, but in our own minds there is a chance to be 
alone. We can have the same satisfying feeling as if, when on a hike, 
we walk a hundred steps away from the road, into a woods or a glen. 
By the mere being in an atmosphere of serenity our nature grows porous 
to gracious thoughts, and in silent conversation with ourselves we re- 
build exhausted stores of thought and contemplation. 


There are times when we may not wish to be alone with our 
thoughts. We may wish to tell our thoughts, and pick up for meditation 
the thoughts of others. The solitude that is necessary to good thinkers is 
not isolation, but separation from the stress and turmoil of the man-made 
world. It is a good and a health-giving thing to have a friend with 
whom to think and talk. 


They are lucky persons in whom the sense of wonder and delight 
are kept forever fresh and who have friends with whom to share spiritual 
thoughts. They can never be poor in the things that matter most. They 
are people in whom the art of thinking is always making the world to 
be born agaim. 





There is no greater heresy than the heresy of the closed mind. 


—Rautpu M. Pierce. 


INTERNAL AUDITING OF SELLING 
PRICES* 


By R. E. NOONAN 


Assistant Treasurer and Chief Auditor, Reynolds Metals Company 


Errors in billing customers directly affect a company’s profit. In 
this brief discussion the author illustrates how an internal auditor's 
knowledge of his company’s operations, for example, factory costs and 
legal obligations, enables him to help increase profits by correcting pric 
ing errors. 


MONG his tests of the correctness of the prices his company charges 
A its customers, perhaps most internal auditors compare the prices 
shown on a representative number of sales invoices with those shown 
by current price lists or similar documents. We all know that errors do 
occur in copying and typing, and sometimes we can suggest changes in 
procedures which will reduce their number. 


In some industries the problem of checking to established prices 
is more complicated than merely referring to printed price lists. In my 
company, for example, there are three different methods by which 
prices are established, namely: 


1. Price Lists. An example of products for which it is possible to 
prepare standard price lists is aluminum flat sheet. Such lists 
show the standard unit price for each size and gauge, together 
with the related quantity differentials. 


to 


Pricing Formulas. Extruded aluminum products, for example, 
are priced by this method. Many of them are extruded through 
complicated dies which belong to customers, and the pricing 
formula involves the weight per foot, the complexity of the die 
and other factors. 


3. Special Cost Estimates. For many special jobs, an individual 
selling price must be set for each job on the basis of its cost. 


Wherever factory costs are used in establishing selling prices, the 
internal auditor will need to test the reliability of the cost figures used. 





*Taken from a paper delivered at THe INstiruTe’s second annual Southwest Regional 
Conference, September, 1951, Houston, Texas. 


63 








64 The Internal Auditor 


For example, he will look for the answers to such questions as, “Who 
prepared the cost figures? Are they recorded standard costs? If so, how 
reliable ave the standards; how long ago were they set, who set them 
and how were they set?” 


A personal experience illustrates the possible benefits that may 
flow from such an investigation. We found that the prices calculated by 
the use of standard costs for a group of products, were far above com- 
petitors’ prices. Investigation disclosed that such cost standards were set 
during a period of abnormal scrap losses and consequently did not reflect 
current manufacturing experience. Discussion of this situation eventu 
ally led to a more scientific determination of normal spoilage, with 
resulting benefits to several operations other than pricing. 


An investigation to see whether a company’s selling prices indicates 
compliance with various laws, governmental regulations and contractual 
agreements may prove to be very profitable. Unintentional violation 
of the Robinson-Patman Act or of price ceiling regulations may be costly 
and embarrassing. 


A case recently brought to my attention concerned a company 
which sells its product through distributors, with most of whom it has 
an identical written Distributor Agreement. Briefly, some of the provi- 
sions of the agreement are: 1. Discounts are to be computed on net list 
price after deducting transportation charges and allowances. 2. The dis- 
count is 15% for carload shipments of less than carload quantity, 10% 
for shipments into the distributor’s territory not handled through his 
warehouse. 


The internal auditor’s investigation of the prices charged dis- 
tributors indicated that 15% discount was being deducted on shipments 
entitled to only 10% and in some cases 15% discount was given to dis- 
tributors who had no written Distributor Agreement. 


Ordinarily, these errors might have been corrected, at least by 
billing in accordance with the agreements in the future. Unfortunately, 
however, in this case the excessive discounts had become frozen by ceil- 
ing price regulations. The question even arose whether this company 
would be violating the ceiling price regulations if it corrected its pricing 
practices and violating the Robinson-Patman Acct if it didn’t. 


MR. NOONAN was educated in New York City schools and attended Pace 
College. A Certified Public Accountant of the state of New Jersey, he had con- 
siderable experience as a public accountant with “Ernst and Ernst” of New York 
prior to his joining Reynolds Metals Co. He is a charter member and was the first 
President of the Richmond Chapter of Tue Instirute or Internat Auprtors. Mr 
Noonan is presently serving THe Institute or InrerNaL Avuprrors as a Regional 
Vice-President. He is also a member of the American Institute of Accountants and 
the National Association of Cost Accountants. 


EXTENSION OF AUDITING 
PROCEDURES APPLIED TO PAYROLL 
RECORDS’ 


By WILLIAM C. KIDD 
Accounting Manager, S. C. Johnson & Son, Inc 


These specific examples will stimulate many of us to increase the 
value of internal auditing to our companies’ managements by extending 
the scope of our work beyond the “textbook” auditing methods into the 
area of managerial control over company operations. A management 
viewpoint, combined with imagination and curiosity, is named as the 
pre-requisite for applying the principle to areas other than that of pay- 
roll records which the author selected for illustration 


NTERNAL AUDITORS are continually finding new ways to increase 

the benefits of their services to the management of their companies, 
by extending the scope of their work beyond what used to be considerd 
normal internal auditing procedures. The suggestions made herein are 
in no sense intended to abridge such “normal” procedures which are 
designed primarily to appraise the accuracy and reliability of the finan 
cial accounting records. 


As applied to internal auditing procedures generally, the pre-requi 
sites to extending their scope profitably are first, a management view 
point and second, improved qualities of imagination and curiosity. It 
involves a way of thinking. Usually the possibilities are indicated by 
activities or situations that are new or unusual or contrary to normal 
practice; operating areas over which specific responsibility is undele- 
gated; or important facts buried in meaningless averages. 


I have chosen the audit of payroll records as the field for specific 
illustrations, because on the surface this might appear to be a most 
unpromising area for extension of auditing procedures. Even in this 
limited area, the following suggestions by no means exhaust the possi- 
bilities. 


*Paper delivered at Tue Instrrute’s second annual Southwest Regional Conference, 
September, 1951, Houston, Texas. 
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SOME POSSIBLE OPERATING IMPROVEMENTS WHICH 
MAY BE BURIED IN PAYROLL SUMMARIES 
OVERTIME 


Repeated overtime in particular jobs or departments may indicate 
understaffing, lack of proper equipment or other conditions which need 
correction. The responsible managers often are not sufficiently aware of 
such conditions because the operating facts are “buried” in averages and 
periodical summaries. 


PROMPTNESS 


Employee morale may be seriously affected by seemingly unreason- 
able delays in preparing the payrolls and making payment, or in reflect- 
ing authorized pay increases and other changes. Yet the resulting em- 
ployer dissatisfaction may go unnoticed if the internal auditor does not 
specifically investigate the facts and recommend practical improve- 
ments. 


UNEMLPOYMENT INSURANCE CLAIMS 


The number of claims may arouse an internal auditor’s curiosity 
as to why there should be so many. Proper investigation of their causes 
may indicate that many of them could be avoided by making certain 
practical changes in policy or operating methods. Furthermore the 
internal auditor may make tests to see whether any of the claims may 
be fraudulent. 


GARNISHMENTS AND WAGE ASSIGNMENTS 

Too many garnishments may damage a company’s reputation in 
the community without coming to the attention of the company’s man- 
agement. To correct such a condition the internal auditor might recom- 
mend, after proper investigation, that the company help teach its em- 
ployees how to handle their personal finances better. 


EMPLOYEE LOANS vs. SAVINGS DEDUCTIONS 


A comparison of the number and size of employee loans with the 
number and size of savings deductions may lead the internal auditor 
to investigate possible employee dissatisfactions on the one hand, and 
possible abuse of privileges on the other hand. Such a comparison applied 





MR. KIDD holds a B.A. degree from Oberlin College and an M.B.A. degree from 
Harvard University. Formerly staff accountant with Arthur Andersen & Co., Mr. 
Kidd served as comptroller and treasurer of the Albany Felt Co.; he is now account- 
ing manager with S. C. Johnson & Son, Inc. During the war, Mr. Kidd served as an 
aviator with the U. 8. Navy and attained the rank of Lieutenant Commander. He is 
a charter member of the Milwaukee Chapter of Tue Instirute or INTERNAL AUDITORS 
and is presently holding the office of Director. 
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to different departments or groups of employees may indicate inequities 
which would otherwise go unnoticed. 


SALESMEN’S MERCHANDISE PRIZES 


A salesman who wins a valuable merchandise prize for outstanding 
performance may be quite elated. Then he finds that the withholding 
tax on the value of his prize has been deducted from his next pay check 
and the edge goes off his enthusiasm. Perhaps he cannot meet his normal 
household bills with the reduced amount of his net cash and the morale 
value of receiving a good prize is dissipated. 


One internal auditor made a recommendation which worked out 
well for everybody concerned. A number of points equivalent to the 
withholding tax is deducted from the total points each salesman earns 
toward prizes, and the value of his prize is determined by the remaining 
number of points. Thus the salesman pays his withholding tax with 
points, not cash. 


EMPLOYEE SERVICES THROUGH DEDUCTIONS 


Some companies offer services to employees through payroll deduc- 
tions whose cost far exceeds their value to the employees who receive 
them. For example, an internal auditor might possibly be the only one 
to notice that some employees are buying defense bonds with deduc- 
tions of only 25 cents per month. Thus the company must pay for 75 
months of bookkeeping for that one employee before he pays for a min- 
imum sized bond. 


On the other hand some companies could greatly increase their 
employees’ goodwill by giving more help in individual situations. For 
example, when employees are absent on sick leave or temporary lay- 
off, problems concerning forms, recurring deductions, status under 
insurance and pension plans and similar matters are often a cause of 
genuine worry to the employees affected. Mail correspondence giving 
helpful advice and justified assurance of fair treatment costs time and 
money, yet it may pay for itself in goodwill at a time when a valuable 
employee may easily be emotionally unstable. 


STANDARD PROCEDURES 


While examining the payroll records an internal auditor may 
notice that a certain type of problem recurs with some frequency. For 
example, the question as to when absent time must be paid for: this may 
present a problem to the payroll unit each time it arises. Such prob- 
lems may require conferences with the legal department or others and 
result in high cost as well as possible delay in completing the payroll. 
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The internal auditor may perform a valuable service by working 
out a standard procedure covering such recurring problems, and recom- 
mend that they be incorporated in the payroll unit’s procedure manual. 


COMPLIANCE WITH WAGE AND HOUR LAWS 


Almost every company has some border-line cases where it is diffi- 
cult to distinguish between exempt and non-exempt employees entitled 
to overtime payments. The internal auditor’s broad knowledge of com- 
pany operations and duties of individual employees provides a good 
basis for judging the reasonableness of the company’s classification. His 
recommendations may save later embarassment and possibly paying 
large amounts for retroactive adjustments. 


A similar example relates to the employment of minors, contrary 
to such laws as Walsh-Healy, Fair Labor Standards and various others. 
Payroll records are often arranged in a manner which permits checking 
compliance quite readily. Here again, internal auditors may save their 
companies embarrassment and money. 


EMPLOYEE TURNOVER 

Everyone knows that employee turnover is very costly. But the 
significant facts about a company’s turnover record are often buried in 
meaningless averages. During his examination the internal auditor may 
use his knowledge of company operations, organization and personnel 
to discover those departments or other employee classifications where the 
turnover is abnormally high. Proper investigation may even indicate 
the underlying reasons for it. 


INCONSISTENT APPLICATION OF POLICY 


A comparison of the wage and salary rates paid in different depart- 
ments, offices or locations sometimes indicates inconsistencies and un- 
evenness in the adminstration of pay policies which might easily become 
troublesome to the company’s management. Even where a company has 
established a complete job evaluation system and established definite 
pay steps within each pay group, a comparative chart showing the actual 
pay for the same attained step at different locations may point out dif- 
ferences far beyond those intended by management. Such differences 
may result from special conditions or they may be caused by varying 
interpretations, by different administrators, of the established policy. 


PENSION PLAN PAYMENTS 


Many matters involved in a company’s pension plan are not readily 
discernible in the usual financial statements. In many companies pen- 
sion plans are either new or they have been recently modified because 
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of the current inflation. Commonly the payments under the plan are 
scheduled to increase steeply in future years. 


While examining the pension payroll records the internal auditor 
can often point out certain significant facts which will be helpful to his 
company’s management in planning future operations—for example, 
the amount of cash which pension payments will require during the 
next several years. 


CONFIDENTIAL SALARY INFORMATION 


“Leaks” about the salaries of other employees sometimes cause 
much dissatisfaction. During his examination the internal auditor is 
in a position to find out whether such leaks occur and to judge whether 
the members of the payroll department are able to preserve the confi- 
dential relationship which their jobs require. 


RECORD RETENTION SCHEDULES 


Many payroll departments tend to keep the detailed payroll records 
long beyond the time they may be needed for either business or legal 
reasons. The internal auditor’s suggestions may result in avoiding bur 
densome problems involved in confidential storage of records. 


FAILURE TO TAKE VACATIONS 

There are many reasons, now generally recognized, why every 
employee should be required to take a vacation each year. The internal 
auditor may sometimes do his management a most important service 
merely by reporting the names of employees who fail to take vacations, 
preferably with a notation as to the “reason” assigned in each case. 


MANAGEMENT AUDITING vs. VERIFICATION AUDITING 

Management viewpoint thinking about audit procedures, coupled 
with the internal auditor’s unusually broad knowledge of company 
operations, often brings to light problems and situations needing atten- 
tion which would otherwise go unnoticed. 


The purpose of these suggestions for extending auditing procedures 
is to help the management group solve its day-to-day and long-range 
problems of administration. In such service lies the surest and quickest 
way to acceptance of the internal auditing function as a vital part of a 
company’s system of managerial control. 








CASH AND INVENTORY CONTROLS 
FOR RETAIL GROCERY CHAIN" 


By A. A. VENET, Controller 
Standard Humpty-Dumpty Super Markets 





A case history of cash and inventory controls of a retail grocery 
chain. The methods and procedures in the individual stores and in the 
main office are pertinent to many other organizations. 


Y SUBJECT will be confined to the various cash and inventory 

controls we maintain in our stores and in the office. We do not sell 
on credit; all sales are made for cash. This requires that we have a fool- 
proof control in the handling of cash at the stores as well as a good 
control of store inventories. We believe that we have these controls, 
first, through the cash register and second, in our periodic store inven- 
tories taken by a special inventory crew. I will discuss the various con- 
trols in the order of their importance. 


CASH CONTROL AT THE REGISTER 


Our cash control starts at the cash register where the clerk who is 
on duty must ring up each transaction. We require that each customer 
be given a register receipt with her purchase. In fact, we go so far as to 
offer one dollar to any customer who is not given a receipt with her pur- 
chase. National Departmentalized Registers are used at all check stands. 
The only reason for using a departmentalized register is to obtain statis- 
tics. However, we make use of one of the keys for the purpose of record- 
ing the tax collection and for control of the tax figure. 


At the start of each day’s business a register reconciliation form is 
prepared by the check-up clerk for all registers to be used. The store 
check-up person obtains a group and departmental reading and this 
tape is attached to the reconciliation form at the same time the opening 
reading is posted in the space provided on that form. The register clerk 
is then given a register till containing a working fund, or bank, as we 
call it, in the amount of $50.00, usually made up in silver and small 


bills. 





*Presented at the Internal Control Clinic sponsored by the Oklahoma City Chapters of 
The Oklahoma Society of C.P.A.’s and Tue Instrrute or Inrernat Avuprrors., 
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A closing tape by group and departmental totals is taken by the 
check-up clerk at the close of the day’s business and at the same time 
the till is removed to the store office. Another bank is placed in the reg- 
ister and either the same clerk or another one continues with the opera- 
tion of the register. 


The contents of the bank or till is taken out and $50.00 is left in 
the till as the start of another bank. The balance of cash, checks, voids, 
refunds, coupons, etc., is listed on the register reconciliation form on 
the lines provided and the store check-up clerk summarizes the total 
of the take out, which should be equal to the difference in the opening 
and closing readings for this particular till. This check out usually takes 
about fifteen minutes and the result of the reconciliation, whether it 
be an overage or shortage, is shown to the register clerk who signs the 
register form. Any large difference is immediately discussed with the 
clerk by the store manager. The contents taken from the till is then 
placed with the remainder of the store cash and the next register is 
balanced until all registers have been reconciled for the day. Each time 
a till is balanced, the check-up clerk also verifies the amount of tax col- 
lections and any large discrepancy is immediately investigated to see 
whether the register clerk may be ringing the tax collection incorrectly 
or even neglecting to collect the tax. 


The relief checker’s till is checked out in the same manner except 
that the contents taken from the relief till is placed with the store cash 
and the amount taken from the till is credited as a pick up on the regular 
clerk’s register form. The closing readings as taken from the regular 
register clerk’s tapes are kept in the store office and at the close of the 
week sent to the main office. These closing reading tapes are also posted 
each day to the weekly statement form and these figures become the 
basis for the all-store daily cash summary. 


CASH CONTROL IN THE STORE OFFICE 

Each store is provided with a permanent imprest fund, or work 
fund, which is used to make up the bank for the registers and to provide 
cash for the payment of store salaries. We also pay cash to a few author- 
ized vendors, such as beer companies. In addition to the permanent 
imprest fund, the store is also provided with a change fund which is 
ordered out by the store manager, usually about three days before it 
is needed, and the amount varies depending on the store’s possible 
needs. This fund is used solely for cashing customers’ checks. Customers’ 
checks must be bank endorsed when approved by the manager or the 
assistant manager and these checks must be deposited daily. The change 
fund money cannot be carried over into a new week. 
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The check-up clerk, in reconciling the over-all store cash each day, 
must first have all of her closing group total readings posted to the week- 
ly statement and the difference between the sum total of these readings 
and the sum total of the previous Saturday’s closing reading is the 
amount that has been rung on all registers since the previous Saturday's 
closing. This figure is then reduced by the amount of the voids and 
refunds for the current week and the adjusted gross sales figure is posted 
to the weekly statement. To these adjusted sales which have been rung 
up through the registers is added the amount of the permanent imprest 
fund and the change fund money. The sum total of these amounts is the 
amount that the store has to account for. 


In accounting for the above cash, the sum total of the accumulated 
bank deposit together with the cash, checks, coupons, and cash pay-outs 
on hand at the time of the store check up, must equal the total to be 
accounted for. Pay-outs, whether as salaries or to vendors, are counted 
as cash throughout the week and at the close of the week these pay-outs 
are listed as disbursement credits on the weekly statement. 


Before these disbursement credits are listed on the statement a 
special pay roll summary form is completed by posting the following 
information from the extended time cards: the name of the person, hours 
worked, rate of pay, gross salary, Social Security number, withholding 
tax, insurance deductions, and net pay. This summary must be balanced 
and supported by the time cards. Only the total amount, as taken from 
this pay roll, is listed on the weekly statement. Pay-outs to vendors are 
also summarized on a cash voucher sheet on which is shown the date, the 
name of the vendor, the item purchased, unit cost, total cost, unit retail 
and total retail (if the purchase is for the grocery department). Again, 
only the total cost of merchandise pay-outs is listed in the disbursement 
section of the weekly statement. Each cash voucher must be supported 
by the vendor's signed delivery ticket. 


The weekly statement also provides for a weekly breakdown of 
store sales as to departments, with a separate figure for total tax collec- 
tions. These figures are obtained from the departmental register tapes 
as of the close of business Saturday. The difference between the sum 
total of this week’s and the previous week’s departmental totals, adjusted 
for voids and refunds as well as for errors, gives the net sales figure by 


MR. VENET is Controller of the Standard Humpty-Dumpty Super Markets with 
whom he has been associated for the past four years. Prior to his present connection, 
he was employed by A & P Markets where he was in charge of stores accounting 
as well as the statistical departments. Mr. Venet has had wide experience in systems 
work and cash control methods. 
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departments. The sum total of these departmental net sales figures for 
the week, together with the tax figure, equals the net total sales figure 
which the check-up clerk arrived at when reconciling Saturday’s store 
cash. 


At the close of the week the detailed tape is taken from each reg- 
ister for the entire week, store stamped, register number shown, and 
enclosed in a special envelope which is sent to the main office. 


The weekly statement is prepared in duplicate. The original copy, 
with all it’s supporting documents, such as daily register reconciliation 
forms, tapes and pay-out vouchers is sent to the main office after being 
approved by the store manager. 


CASH CONTROL IN THE MAIN OFFICE 

On Mondays of each week the store weekly statement with its sup- 
porting documents is audited at the office. First, a verification is made of 
all the closing register readings by checking these against the register 
tapes as well as the opening register readings which appeared on a 
previous weekly statement. All disbursements, such as pay roll and 
other pay-outs, are classified and verified. The statement in its entirety 
then is checked for accuracy of additions. Duplicate bank deposit tickets, 
which have been coming into the office during the past week from the 
various banks, have been recapped and these bank deposit summaries 
are checked against the deposits reported on the weekly statement. Any 
discrepancy in a deposit is immediately investigated. By Wednesday the 
entire statement has been audited and deposits verified. The information 
as taken from the weekly statement is then posted to a journal which is 
kept by weeks and this journal then becomes the basis for our final 
general ledger posting at the end of the quarter. 


A weekly and cumulative sales and wage and hour report is then 
prepared. It is usually in the hands of the supervisors by Thursday. This 
report shows total sales, departmental sales, increase over a year ago, 
customer count this year and a year ago .sales per hour, wages, rate on 
sales. This data is listed by stores and in total. 


We also show the cash overage or shortage by stores, making a 
distinction between the store shortage and overage and the register 
overage and shortage. These overage and shortage figures are accumu 
lated by stores for the entire year. The perpetual inventory of the gro 
cery department of all stores is also shown on this report. 


STORE INVENTORY CONTROL 


The grocery departments in our stores are billed on a retail basis, 
whereas the perishable departments are invoiced on a cost basis. The 
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grocery department is inventoried at retail approximately every four 
weeks and the special inventory crew, when taking the store inventory, 
usually at night, also audits the cash on hand at the time of counting 
the stock. A special reconciliation form is prepared by the stock takers 
on which the closing readings as of the time of the stock-taking are 
shown, as well as the opening readings at the start of the week, and the 
difference is the amount to be accounted for. The amount to be accounted 
for is then made up of cash, checks, voids and refunds, pay-outs, and 
deposits. Any discrepancy in cash is immediately investigated. The audi- 
tors also report the cashed checks on hand in the store, as well as any 
other items that may be in the store safe at the time of the audit. In 
addition to this information they also list any wrong price tags found 
in the store, the condition of the store and any other unusual items. 
The stock takers usually get into the store about five o’clock and first 
verify the cash, which must be done in the presence of the manager or 
the assistant manager. A copy of this special report goes to the key 
executives and to the supervisor. 


We count grocery stocks at six stores a week. These counts, together 
with the reconciliation sheet and a copy of the special report, is sent 
into the main office where the results of the stock are figured. The 
results of all counts taken during any week are reported no later than 
the following Tuesday, and any large shortage or overage requires an 
immediate recount of the store’s stock. First, however, all charges and 
sales for the week of the first count are analyzed and verified. Stock- 
taking differences that do not straighten themselves out after two or 
three counts have been made, usually result in the manager coming 
into the office where he personally inspects the various charges that 
have been charged to his store during the period involved, as well as 
the sales which have been credited to his store for the same period. 


In the case of the perishable departments, a weekly inventory in 
both the produce and market departments is taken by the department 
manager and the gross profit yard-stick is used to determine the results 
of his operation. A poor gross profit figure requires an immediate investi- 
gation on the part of the supervisor as to the reason for this rate and a 
special count is then made in the middle of the week. Generally a gross 
profit result which appears to be out-of-line is due to errors in the inven- 
tory, and usually adjusts itself in the following week. 


WAREHOUSE INVENTORY CONTROL 
Our warehouses are inventoried quarterly and the physical count 
as reported is reconciled with the perpetual stock book balance for each 
item. We use an “A” and “B” sheet method in taking this warehouse 
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inventory. We use a numbered count sheet on which the “A” counters 
list the description of the item, the pack, the size, and the quantity in the 
pile. This sheet has a perforated appendix attached which shows only 
the ticket number. The inventory crew, after counting and listing the 
item, tear off the appendix and tack it on to the pile of merchandise. 
About an hour later the “B” crew comes through, identifies the pile by 
the appendix number and count and prepare the “B” sheet, listing item, 
description, pack, size, and quantity. Both the “A” and “B” sheets, 
which are kept intact in books, twenty-five count sheets to a book, are 
turned into the warehouse office where they are matched by the ware- 
house superintendent and then forwarded to the main office. 


There “A” count sheets are torn from their books, separated and 
sorted as to stock books. The stock book clerk then posts the total quan- 
tity of the count sheets to the stock book page for the particular item 
and any difference between that amount and the perpetual balance 
carried in the stock book is immediately investigated. The stock book 
sheets show the following information: The item, vendor’s name, terms, 
pack size, original case cost and average case cost, purchase order num- 
ber, date and quantity, receiving record date, number, and quantity, 
the weekly shipments and a weekly balance on hand. The buyers use 
the stock books constantly as a basis for making their purchases. Our 
grocery warehouse stock book record is prepared manually. We do not 
use any mechanized equipment except the comptometer machine. With 
this method we are able to determine what the record balance is by the 
Tuesday following any week ending date for some three thousand items. 


Our quarterly shipments from the warehouse totals in the millions 
and with this stock book control we usually find that the dollar amount 
of the case goods differences of all units seldom ever run over $200 to 
$300 for the quarter. A quarterly report is prepared of the differences 
between physical count and perpetual record quantities and copies are 
sent to all of the key people involved. 


In summarizing my discussion of these controls, we have set them 
up so as to get immediate action in the handling of cash and merchandise 
in the stores and prompt verification in the main office. This work is 
done by a number of persons, starting with the clerks in the store and 
different clerks in the office, so that no one person completes any one 


transaction. | 
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GROWING RESPONSIBILITIES OF THE INTERNAL AUDITOR 


HESE are abnormal times. The country and the world are faced 

with an economy which is motivated directly by the needs of war 
and preparation for either more extensive war or the prevention of 
such a conflagration. In any event, it is an abnormal economy and as a 
result internal auditing finds itself with ever-increasing areas of service 
to management. 

Industry is in a position generally where it must curtail its normal 
production for civilian consumption. On the other hand, Government 
requirements under Government specifications and its own peculiar 
way of doing business are expanding by leaps and bounds. This expan 
sion in Government business which industry must and wants to absorb, 
necessitates conversion of facilities or outright expansion in a great 
many instances, or both. 


Someone has said, with a great deal of merit, that a businessman has 
to approach Government business with an entirely new philosophy. 
He may have meant that business under present-day conditions requires 
an entirely new perspective because of: 

Allocations 
Priorities 
Involved Contract Techniques 
Partial Payment Procedures 
Subcontracting 
Redetermination 
Renegotiation 
Cancellations 
Other Controls and Special Requirements. 
The internal auditor is in a position to make a direct contribution 


in each of these categories and management is taking advantage of this 
important tool in most companies. 
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Obviously, management's problem has become even more compli- 
cated as a result of these conditions and the need for objective, informed 
evaluation and appraisal at the scene of action is greater than ever. 


The situation is still quite “fuzzy” in respect to several of the direc 
tives or laws which are applicable to this type of business. 


The Renegotiation Act of 1951 is the only really clear congres- 
sional act which is subject to direct interpretation. However, interpretive 
regulations are still few and far between. Most contractors in determin- 
ing the extent of their renegotiable business, are still guided by the 
Renegotiation Act of 1948. 


In the case of cancellations there is an extensive difference of 
opinion as to whether the Contract Settlement Act of 1944 still applies. 
It is necessary to deal with individual contracting officers for each of the 
Services. A new regulation is being prepared but to date contractors and 
contracting officers are using, wherever possible, the Joint Termina- 
tion Regulation as a guide; and while the Contract Settlements Act of 
1944 is still an active law, relatively little attention is paid to it. Obvi- 
ously, in dealing with each of the Services direct, the contractor is sub- 
ject to individual interpretations and until something is done about it 
officially the various Services are in a position to establish their own 
interpretive decisions. 


There are various types of contracts and there is an extensive dif 
ference of opinion as to exactly what elements of cost will be allowed and 
which will be disallowed. Management, in requesting partial payments 
for example, wants to be assured that the incurred costs applicable to 
the partial payment are correct and in accordance with the latest con- 
ception of allowable costs. The auditor’s review of these costs before the 
request for partial payment is made goes a long way towards reassuring 
the officer certifying as to the accuracy of the cost in respect to each 
such request. 


Many new contracts and letters of intent contain clauses in respect 
to which the cost element will have a direct bearing on the amount of 
profit. Again, the auditor’s review and analysis before the contract is 
signed is of real reassurance to the company negotiators. 


Comparable contributions are open to the internal auditor in each 
of the designated categories. For the moment, however, we are particu 
larly interested in the field of subcontracting where his services must 
be used most extensively. The expansion of subcontracting which is 
always associated with times of greatly increased production calls for 
ever-increasing activities on the part of the auditor 
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First, and before a subcontract is signed, the prime contractor needs 
to know whether the subcontractor has an accounting system which is 
acceptable for providing information required by the terms of the con- 
tract, particularly in respect to its costing features. The auditor is fre- 
quently called upon to visit the company and review its accounting 
system before the contract is signed. During the contract period his ser- 
vices are needed to establish the propriety of designated costs and the 
rate of profit in instances where the contract calls for payments based to 
some degree on costs. Such contracts include cost plus fixed fee, maxi- 
mum price with redetermination at a target point, redetermination upon 
price with redetermination at a target point, redetermination upon 
completion of contract, and other similar types of contracts. This work 
is ordinarily reviewed at the subcontractors’ plants. 


Finally, when deliveries on the contracts have been completed, it 
is necessary to review the costs and fees on cost plus contracts and to 
determine that billing for deliveries on other contracts is at the latest 
negotiated price. 


These are only a few of the important contributions the internal 
auditor makes over and above his normal tour of duty in times such 
as these. 





QUESTION AND ANSWER 


Question: 


As a member of Tue INstirutTEe or INTERNAL Aupirors, I would 
like to inquire whether there is an established practice as to whom 
the internal audit report should be addressed when it covers a segment 
of the company’s business which falls under the jurisdiction of someone 
other than the controller of the company. 


As a specific case, my company has quite a few warehouses and 
sales offices. The managers at these locations are responsible to the sales 
manager. In rendering an audit report on these outlying sites, I give the 
original copy to the controller, because he is the person to whom I am 
responsible. In addition, I give copies to the sales manager, the ware- 
house manager and any others who are immediately concerned. 


The controller was dubious as to whether this is the correct pro- 
cedure. That is, he feels that possibly the report should be addressed to 
the sales manager. It is my feeling that, since the audit report deals 
primarily with accounting, the report should be addressed to the con- 
troller since he is the person who is responsible for this phase of the 
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company’s activities. I would also like to point out that, if I was re- 
quested to perform a specific audit by someone other than the controller, 
I would ask the person who made the request to clear it with the con- 
troller’s office. Only in specific cases of this nature would I address the 
report to the person who requested the audit. 


I would appreciate it if you could give me something in writing 
which would help to clarify the case cited above. 


Answer: 


To provide you with an answer to the question you raise, we sought 
the opinions of several Instrrute members. While there seems to be no 
general consensus among them as to the details of procedure, a general 
pattern of thinking applicable to the problem is discernible. 


Upon first reading, your problem seems to be a knotty one. What 
makes it even more difficult is the fact that corporate titles have various 
meanings among companies; let alone the fact that duties and responsi- 
bilities of a controller for one company are different from those of a 
controller in another company. Therefore, do not expect a hard and fast 
rule which would fit a particular situation. All we can do is generalize 
and suggest a way which encompasses certain rules of procedure which 
do not cross lines of organization. 


For the purpose of the problem we are making certain assump- 
tions. Firstly, we are assuming that the controller of your company 
occupies a top-management position and that the established scope of 
the audit program under the controller covers all functions. Secondly, 
we assume that he is stationed at headquarters, or head office. If we 
are correct in making these assumptions, then you can readily see that 
the question as to jurisdiction and at whose request the audit is made 
becomes irrelevant to the situation. 


Upon the completion of the audit, the general practice is to discuss 
on the spot the audit findings and usually a draft of the report remains 
with local representatives of the department audited. Their views and 
their reactions to your findings and their recommendations should be 
included in your report. We refer you to the results of the 1950-51 Sur- 
vey of Internal Auditing as published in the September issue of the 
Internal Auditor. The answers to questions 33 and and 34 affirm the 
above practice. 


After this review, the final report is written; and when complete, 
it should be submitted to the controller for his review—-since he is the 
man to whom you are responsible .This step is in line with sound prin- 
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ciples of organization and it prevents the violation of “the chain of 
command” principle of organization. Moreover, as one of our members 
put it, no internal auditor is infallible and a review of the report by his 
boss is essential. 


When the controller has finished his review of the report, it is 
ready for release. It can now be addressed to the person in charge of the 
organization or department audited with a letter of transmittal by the 
controller. This covering letter may include further recommendations 
by the controller. 


An alternate procedure, suggested by another member, would be 
one in which your report was addressed to the controller as your boss. 
He would then forward it with a covering letter by him (including any 
comments of his own) to the head of the department audited. 


In conclusion, may we again point out that procedures vary among 
companies. The principles involved, however, may help to clarify their 
application to the case you outline. 


CASE PROBLEM IN SALVAGE AND WASTE 
BLANK CHEMICAL CORPORATION 


The Blank Chemical Corporation is a chemical manufacturer of 
various specialized chemical products. The large quantities of raw 
materials used in its manufacturing operations are purchased in bulk 
quantities from various manufacturers of basic chemicals. Some of the 
liquid chemicals are received in containers which are returnable to the 
manufacturers for credit. Other materials are received in metal drums 
which, while not specifically returnable, have appreciable value as 
scrap material 


In making your first internal audit of the Blank Chemical Corpor- 
ation, you review the accounting and physical handling of empty con- 
tainers. Your findings are as follows: 


1. Returnable containers are billed as a separate item by suppliers 
with notation that credit will be allowed for return in good con- 
dition. Amounts billed are charged to material cost. When con- 
tainers are returned to suppliers or sold for scrap, amounts re- 
ceived are credited to the same general factory overhead account 
which is also credited with the sale of waste and scrap. 


2. Empty containers, whether returnable for credit or non-return- 
able, are stored outdoors in a single stack. On a designated date 
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each month, the yard gang sorts out the stacks and repiles the 
returnable containers that are in good condition for return to 
vendors. Non-returnable containers and returnable containers 
in poor condition are sold to a local scrap dealer at the prevail- 
ing price for metal scrap. 


You 


inquire as to why returnable containers are not accounted for 


on a definite basis and are told that many of them are so damaged in 
handling in the plant or in transit that any attempt to record them on 
an inventory basis would require endless adjustments. You further 


inquire as to the basis of sale of non-returnable and damaged containers 
to the local scrap dealer and find that the dealer has traditionally 
handled all plant scrap for some years. Amounts paid by the dealer for 
various scrap items are checked with trade journals and you find that 
the company has been receiving market prices. 


(1) 


Eprrors 


10. 


What are the possibilities for waste, fraud or loss in this situ- 
ation? 


What revision would you propose to improve the conditions 
that are at fault? 


What would you do in your report to bring out the seriousness 
of the situation? 


Nore: Solution to problem can be found at end of Student’s 
Section. 





INTERNAL AUDITING CHECK LIST (Cont'd.) 


Accounts Receivable 


10.1 


10.2 


10.3 


Examine all accounts receivable and during the examination 
prepare separate schedules covering unusual transactions 
such as unpaid notes charged back, advance expense accounts, 
advances on contracts, accounts with officers, partners or em- 
ployees, consignment accounts, contracts receivable, claims 
against railroads, credit balances, hypothecated or assigned 
accounts, and other accounts of an unusual nature properly 
described. 


Ascertain whether a trial balance is prepared monthly and 
whether it is checked with the general ledger control account. 


Ascertain whether accounts are aged periodically as required 
by company policy and whether a summary of such aging 
is turned over to a responsible official. 






























10.4 


10.5 


10.6 


10.7 


10.8 


10.9 


10.10 


10.11 
10.12 


10.13 


10.14 


10.15 
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10.31 Review all old items, past due or disputed accounts 
and check with credit manager. 


10.32 Check all evidence of split remittances. 


Ascertain whether statements are mailed to all customers 
monthly; also whether someone other than person preparing 
them does the mailing. 


Ascertain whether balances are confirmed independently ai 
least once a year. 


Determine whether differences noted by confirmation are 
approved by responsible official. 


In case there is no independent person available to confirm 
customers’ accounts, ascertain whether an outside organiza- 
tion does so. 


Determine whether delinquent accounts are taken up with 
responsible official. 


Ascertain whether accounts with credit balances are investi- 
gated and adjusted. 


Verify that a responsible official approves all non-cash credits 
such as discounts, returns, allowances, and bad accounts writ- 
ten off. 


Test check cash credits with amount shown in cash records. 


Value all receivables and check adequacy of reserves for 
doubtful and bad accounts. Discuss with proper official. 


10.121 Collectibility of accounts; 

10.122 Freight or other allowances to be deducted when 
paid; 

10.123 Unusual discounts to be allowed; 


10.124 Other possible collection allowances; 


Examine authorization and method for writing off current 
accounts to doutbful or to bad accounts. Investigate for sub- 
sequent sales to such customers. 


Determine whether there is a proper segregation of responsi- 
bility between receiving of funds and recording such receipts. 


Ascertain whether there is proper segregation and control of 
collections of accounts which have been charged to doubtful 





10.16 


10.17 


10.18 


10.19 


10.20 


10.21 
10.22 


10.23 


10.24 


10.25 
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or bad accounts. Ascertain whether any efforts are made to 
collect such accounts once they are written off. Ascertain 
what controls are maintained in respect to such collections. 
Make sure that all open items are still uncollected. 


Where there is more than one accounts receivable book- 
keeper, ascertain whether they are rotated from time to time. 


Ascertain whether disputed items are handled by other than 
accounts receivable bookkeeper. 


Determine whether collateral is handled properly. 


Examine credits which have been made for such non-cash 
items as returned goods, allowances, freight, etc. Determine 
whether all non-cash credits have been authorized properly. 


Ascertain v/hether controls have been established to deter- 
mine that everything shipped is billed. 


Test check to see that all sales are bona fide. 


Check controls of charges such as transportation which may 
be billed as separate items. 


Test check sales invoices to determine accuracy of prices, 
extensions, additions, terms, etc. 


Ascertain whether duplicate bills of lading are filed properly 
and controlled adequately. 


Ascertain whether there is a proper segregation in accounts 
receivable between trade, consigned accounts, installment 
accounts, pledged accounts, doubtful accounts, paid accounts, 
officers and employees, associated and subsidiary companies. 


11. Fraud posibilities and prevention. 


Fraup PossIsiLities PREVENTION 
11.1 Issuing fictitious credit Approval of designated officer for 
memoranda. each credit memorandum issued. 


Segregation of functions and ac- 
countabilities. 


Each credit memorandum support- 
ed by receiving report or other evi- 
dence. 








11.2 


Fraup Poss!BIiLiTIEs 


Charging accounts off as 
uncollectible. 


Holding up receipts from 
one account to another 
(lapping). 


Pocketing receipts on ac- 
counts charged off previ- 
ously to doubtful or bad 
accounts. 


Direct theft of customers’ 
remittances. 


Retaining amounts due 
customers on credit bal- 
ances or applying credit 
balance of one customer 
to the credit of account of 
another. 
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PREVENTION 


Dual approval, usually treasurer 
and credit manager, required for 
each charge-off. 


Change of responsibility for con- 
trol of accounts charged off as con- 
trasted with active accounts. 


Thorough examination by internal 


auditor. 


Separation of cash receiving and 
accounts receivable functions. 


Objective supervision of statement 
mailing 


Confirmation of customers’ ac- 


counts by correspondence. 


Listing of all receipts by mailing 
department. 


Transfer responsibility for main- 
tenance of such accounts to other 
than accounts receivable bookkeep 
ers. 


Occasional confirmation of amounts 
due with customer. 


Listing of receipts by mailing de- 
partment. Credit and collection un- 
its comparison of balances and 
monthly statements. 


Separation of cash and receivable 
functions. 


Examination of paid checks for en- 
dorsement. 


Insistence of all payment by check. 
Independent mailing of checks. 


Refunds mandatory after stated 
period. 
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FrAup PossIBILITIEs PREVENTION 


11.7 Overstating discounts. Specific approval procedure for 


allowing discounts. 


Auditor’s review of discount col- 
umn in cash receipt record. 


11.8 Destroying customers’ Regular balancing of individual 
ledger accounts. ledgers with the general ledger 
control. 


1. 


to 





COMMENTS AND SOLUTION OF CASE PROBLEM 


A once-over reading of the problem will indicate a complete lack of 
control, either physically or in the accounting records. Some of the 
weaknesses, with attendant possibilities for fraud, waste or loss are: 


(a) 


(b) 


(c) 


(d) 


(e) 


There is no indication as to recoverable values represented by 
containers in the plant. 


Accounting records do not show the loss to the company which 
results from damage to returnable containers. 


Crediting of the proceeds for returnable containers to general 
factory overhead results in a distortion of costs. These credits 
are applicable to material cost. 


Storing of all containers in a heap pending the monthly sorting 
out process is almost certain to result in loss or damage. 


It would be an easy matter to divert returnable (and presum- 
ably more valuable) containers in good condition to the local 
scrap dealer who would pay a scrap metal price and then 
realize the higher price for usable containers. 


The revisions to be proposed are evident from a study of weaknesses. 


They would include: 


(a) Provision for establishment of a separate inventory account 


(b) 





for returnable containers. By doing this, conditions 1 (a) and 
1 (c) above would be corrected because definite accountability 
would be established and material costs would be charged only 
with the value of material. 


Provision for writing off the value of damaged returnable con- 
tainers when they were determined to be unreturnable: 
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(c) Provision for periodic physical inventory of returnable contain- 
ers, with adjustment of differences at the time of inventory. 


(Steps (b) and (c) would develop the loss to the company because 
of damage or mishandling. Differences and losses, if the volume was 
considerable, should be charged to a separate account under factory 
overhead. ) 


Revisions in physical handling should also be studied; this might be 
recommended as a job to be undertaken by plant supervisory per- 
sonnel. 

The salvage value obtained from the local scrap dealer could stand 
further investigation. There should be inquiry as to alternative 
methods of disposition, to see if more than the low price which is 
paid for miscellaneous scrap could be realized. 


The seriousness of the situation would be developed through descrip- 
tion of the control weaknesses. The most effective presentation would 
include a schedule which the internal auditor would prepare and 
include in his report. This schedule would cover transactions in re- 
turnable containers over a considerable period, showing amounts 
charged to the company, amounts credited by suppliers for returns 
and the loss because of damage or failure to return. Because of the 
lack of records of these containers, this schedule might not be com- 
pletely accurate. However, sufficiently close approximation should 
be possible through working back to material inventories, develop- 
ing the number of containers from the inventory quantity. Nothing 
would catch the attention of plant and general management more 
than a statement (supported by a schedule) that “The company in- 
curred a loss of $10,000 last year because of failure or inability to 
return containers for which we were billed by our suppliers.” 





Truth is often eclipsed but never extinguished. 


— Livy. 
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ARTICLES OF INTEREST 
TO INTERNAL AUDITORS 


BRUNO VOLLPRECHT, Assistant Editor, directs 
attention to the following Articles of Interest 


Elements of Forecasting 


JAMES W. REDFIELD, George Fry & Associates, Chicago, Illinois 


Published in the Harvard Business Review, Navember 1951. 


In this article, Mr. Redfield, an associate of the consulting firm of 
George Fry & Associates, describes the process of business forecast 
ing. He enumerates the principles and practices of systematic fore- 
casting together with the benefits to be gained in terms of what a 
formalized forecasting system can contribute to management. 


The author considers first the essential elements of the forecasting 
procedure itself, emphasizing the fact that the greater the care exer- 
cised in the early stages of the investigative work, the more accur- 
ate and the more dependable the end result will be. 


In “developing the groundwork phase” of the system the author 
discusses the need for delving into the past activities of the company 
in order to gain as complete a historical analysis as possible. The 
answers to questions of what progress the company has made both 
as a single factor and in relation to the industry as a whole are 
typical of the information desired. Additional data on the activities 
of the company’s competitors, if obtainable, would also help. 


Continuing, Mr. Redfield is concerned with the interpretative phase 
as the next step: once all of the background material is assembled it 
becomes necessary to develop percentages and to establish trends 
and relationships. The plotting of historical trend curves is fully 
explained and illustrated by the author and, in the process, Mr. 
Redfield removes much of the “mysterious”; and, he points out how 
valuable such charts are in estimating for future planning. 


The next stage of the forecasting project which the author outlines 
is that of estimating future business. This step consists largely of 
extending the trend curves previously established out through the 
future periods. The author feels strongly that in under‘aking the 
estimating of future business, key executives of the company should 
be called in for expressions of opinions concerning the company’s 
planning for the future. Aside from obtaining a consensus of execu 
tive opinion, thereby reducing variations from the actual, such a 
cooperative effort in preparing the official company forecast has the 
advantage of not permitting forecast responsibility to rest on one 
individual. 

When the official company forecast has been prepared, the job is, 
however, not finished. There remains, the author points out, the 
important and ever-continuing task of comparing periodically the 
actual results with the estimated results; any variations should be 
studied and analyzed; what caused the variation should be deter- 
mined, likewise the deviations, and if mew factors, or situations, 
have arisen, adjusting the forecast may be called for. 


In this interesting article. Mr. Redfield outlines and brings to atten 
tion some of the essential elements of systematic business forecast- 
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ing together with the procedures to be followed in the preparation 
of an official company business forecast. He stresses the value of such 
a forecast as a tool of management. Furthermore he points out how a 
systematic forecasting program can contribute to management by 
what he calls “subsidiary” benefits. 


Control Mounting Paper Work 


H. C. M. COBB, Assistant Comptroller, Worthington Pump & Machin- 


ery Corp.; President, Institute of Internal Auditors 
Published in The Office, January 1952. 


Mr. Cobb discusses one of the most serious problems confronting 
management today: the increasing volume of paperwork. He is con 
cerned with the ever-increasing amount of clerical effort needed to 
meet not only the expansion of business, both in size and in complex 
ity, but also the requirements of government. 


The author points out the danger of permitting controls in the form 
of paperwork getting out-of-hand and defeating the purposes for 
which they are designed. He considers it a major problem; and, the 
internal auditor can serve management by contributing to its solu- 
tion. 

Continuing, Mr. Cobb deals briefly with the subject of management 
controls, an area well within the sphere of the internal auditor's 
activity. He suggests that existing controls within a business be 
simplified and streamlined; and, he questions the wisdom of intro 
ducing new controls unless they really contribute something worth- 
while. 

Lastly, he emphasizes that those who are specialists in the field 
office managers, accountants and auditors—have the responsibility to 
see that production and office routines are not in imbalance. 


New Frontiers in Business Management Control Are Being Established 


by Electronic Computers 
H. D. Huskey & V. R. Huskey, National Bureau of Standards 
Published in The Journal of Accountancy, January 1952. 


Mr. Huskey has done considerable work on electronic computers; 
and, in this article, written in collaboration with his wife, he reviews 
the progress made in the field of high speed calculating machines 
and he describes some of the possible uses to which the machines 
could be put. He emphasizes the fact that such machines should be 
able to handle accounting information, opening a new field of man 
agement information and control. 


At the outset, the author cites some actual cases of firms contemplat- 
ing the purchase of high speed computers and he describes the special 
accounting tasks which the machines will be expected to perform. 
He stresses particularly, the insurance industry where all kinds of 
information is required, making the use of the high speed digital 
machines especially applicable. He points out also, how valuable 
such a calculating machine would be to statistical agencies, and 
government agencies ,especially the Census Bureau and the Social 
Security Administration, all having accounting tasks which could 
be handled more efficiently by high speed computers. 


Mr. Huskey reviews briefly the history of computing devices. It 
wasn’t till the mid-nineteenth century that emphasis on the scien 
tif - development of computing machines could be discerned. Dur- 
ing, this period the adding and calculating machines were invented. 
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In the succeeding years, improvements were made in the machines 
already in existence and new computing techniques were developed 


Continuing, the author stresses the role of the government in the 
development of automatic computing machines. He describes the 
entry of the government into this field and the various government 
sponsored at. ey especially those concerning the development of 
electronic computers. He cites the contribution to the development 
of automatic computing machinery of the National Bureau of Stand- 
ards which acts as consultant to other government agencies on types 
of computers needed and has itself given contracts for high speed 
digital computers. 


Lastly, Mr. Huskey describes the composition of a high-speed auto- 
matic digital computer now under construction at the Institute fo: 
Numerical Analysis. He names the component parts and describes 
their functions in terms not too difficult to understand. 


In this interesting discucssion of what is new in the science of com 
puting devices the author presents a preview of the use of high 
speed automatic computers by the government and by business. He 
stresses the commercial possibilities of these machines, especially 
in the field of accounting, and he feels strongly that they are eco 
nomically feasible. 


How the Internal Auditor Can Help to Spot Waste 


ROBERT S. HALL, McKinsey & Company, New York, Management 


Consultants. 


Published in Office Management and Equipment, January 1952. 


In this short article Mr. Hall in the light of his experience, high 
lights some of the by-products of the internal auditor’s investigations, 
most often arising out of his questioning of expense items which 
seem unduly high. He relates actual cases wherein the internal 
auditor detected inefficient office practices and brought about correc- 
tions in procedures. 


At the outset the author states that the internal auditor is in a cen 
tral position to uncover over-elaborate office practices and help the 
office manager correct them. He describes in detail how an internal 
auditor in conducting an audit of accounts receivable was struck by 
the excessive number of documents bearing the same kind of in 
formation. The internal auditor made a study of the existing pro 
cedures for the handling of sales orders, shipping and invoicing; and 
he discovered an unnecessary duplication of effort. As a result the 
procedures were then revised, eliminating the inefficiencies uncov 
ered and effecting a savings in clerical expense. 


Next, Mr. Hall describes an actual case where an internal auditor's 
findings resulted in a change of company policy concerning its work 
men’s compensation program. In this particular instance, the intern 
al auditor questioned the rise in cost of the company’s program in 
relation to benefits gained. His report and recommendations were 
instrumental in effecting economy in this particular area of the 
company’s operations. 


Another inquiring internal auditor discovered that in his company 
the messenger boys carried out personal services for company execu 
tives. He questioned this practice of non-company errands and called 
it to the attention of the office manager. A change was made in office 
routine, whereby personal services were curbed, resulting not only 
in a savings of money, but also in a more efficient flow of work. 


Continuing, the author cites further examples illustrating some as 
pects of the non-accounting function of the internal auditor. He 
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points out that because the internal auditor comes into contact with 
the various company operations, he is in a good position to observe 
and detect wasteful office practices. It is in this area that the internal 
auditor—aside from the verification aspect and compliance fea 
ture of his work—can render service to management by elimination 
of unnecessary costs and by increasing efficiency of operations. 


An Application of Whole Dollar Accounting 


W. B. ARCHERD, Assistant to Comptrolle:, Bethlehem Steel Co., 
Bethlehem, Pa. 


Published in the N.A.C.A. Bulletin, January 1952. 


In this interesting discussion of “cents-less” accounting as applied in 
one of the nation’s largest companies, Mr. Archerd presents a case 
study of whole dollar accounting. He describes in detail how the 
the theory is applied in the Bethlehem Steel Company, and how 
successful its application has been. Furthermore, he points out that 
Bethlehem has pioneered in “penny-less” accounting for the past 
twenty years and is continually striving to improve its use. 


At the outset, Mr. Archerd states that there are two methods of 
penny elimination. One, the pennies can be dropped, or they can be 
listed separately, added once a month, and then posted in total to a 
control account. Two, the pennies can be rounded off to the nearest 
dollar. His company uses the second method, thus further reducing 
the monthly adjusting account. 


After a brief description of Bethlehem’s activities, Mr. Archerd deals 
with his company’s accounting practices concerning whole dollar 
accounting and the keeping of records. He discusses the handling of 
cost records, posting to the general accounts and finally, preparing 
the reports. Such transactions as materials purchases from vendors, 
distribution of stores and freight are explained in the light of entries 
made. Sample entries are presented in order to illustrate when 
pennies are eliminated and when they are not. He considers also, 
payroll accounting and the handling of the various charges to pro 
duction, both, with respect to penny elimination. Likewise treated 
are inventory accounts as are plant and equipment accounts. 


Lastly, the author sums up the benefits to be gained by the adoption 
of cents-less accounting. The greatest adventage of such a practice, 
the author contends, lies in a reduction of work and clerical expense 
Company savings result also in other ways: less elaborate calculat 
ing equipment is needed and smaller sized statements can be used 


Economic Problems of Mobilization 
ROY BLOUGH, Member, Council of Economic Advisers 


Published in ‘Financial Information Needed In Today's Mobilization 
Economy", American Institute of Accountants. 


In a paper delivered at the 1951 Annual Meeting of the American 
Institute of Accountants, Mr. Roy Blough discusses in the light of his 
experiences the major problems arising out of the partial mobiliza 
tion in which our country is now engaged, and the course of action, 
in the form of stabilization programs, our government has taken 
towards solving those problems. The author describes in general 
terms governmental policies and measures designed to achieve an 
adequate volume of defense production and yet to maintain economic 
stability. 


Mr. Blough deals firstly with the problem of increased production 
and the problem of inflation. The first entails a shift from the pro- 
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duction of civilian goods to the production of military equipment. As 
a consequence, civilian goods production is of necessity curtailed in 
order to meet the needs of the military. Such a shift, however, 
cannot be made, the author contends, without a resulting impact 
upon a nation’s economy and without the introduction of certain 
measures designed to prevent the inflation of prices. 


Continuing his discussion, the author describes the various stabiliza 
tion programs undertaken by the government to meet the problems 
of economic mobilization. He discusses in detail the use of tax in- 
creases as an anti-inflationary measure. He gives consideration to 
some of the arguments against higher taxation and he describes how 
taxation can be employed effectively to combat the inflationary 
spiral. 


Next, Mr. Blough explains the program of increased personal and 
business savings and how it can contribute to economic stabilization. 
The purchase of government securities from savings is underscored 
as an effective anti-inflationary measure. Borrowing money has how- 
ever the reverse effect and it should be held down, the author con- 
tends, to a minimum. Likewise, restraints placed on the expansion 
of credit operates effectively as an anti-inflationary measure. 


Lastly, the author deals with the subject of wage and price controls 
by pointing out some of the mistaken attitudes towards that program 
and by re-stating the objectives of wage and price controls. He points 
up the fact that any wage and price controls program needs to be 
supported by tax and savings programs in order to accomplish its 
ends. Price and wage controls can be a steadying influence and a 
stabilizing factor by restricting increases in costs and increases in 
income. 


In his conclusion. Mr. Blough comments upon the success of the 
programs outlined. His main concern is, however, the economic 
stabilization program; and he enumerates some of the factors which 
contribute to its success. 
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Michigan 
Published by Prentice-Hall, Inc. 


A reference text of C.P.A. review material useful to C.P.A. candi 
dates, students, and trained accountants, as a guide in preparation 
for the C.P.A. examination. The emphasis is upon those accounting 
topics commonly covered by the C.P.A. exam 


The scope of the text can be better gleaned from the following as 
' e 
pects of the subject-matter together with the names of the contribut 

ing authors 


1. Auditing W. V. Monegan 


2, Accounting Theory P. J. Graber 
3. Business Law E. R. Dillivou 
+. Goverment Accounting I. Tenner 


5. Consolidated Statements — H. E. Miller 

6. Cost Accounting W. J. Schlatter 

7. Sundry Topics — H. A. Finney 

8. Taxation (Separate Booklet) H. A. Rumpf 

A subject-matter index supplements the text. 

(558 Pages—Price $8.00) 


HERBERT E. MILLER, Professor of Accounting, University of 
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Subject: Accounting Trends & Techniques in Published Corporate Annual 
Reports 


By: The Research Department of the American Institute of Accountants 
Published by the American Institute of Accountants. 


This volume contains the results of a survey of the annual reports 
of 525 companies made by the research department of the American 
Institute of Accountants. Accounting trends and accounting tech- 
niques as reflected in the corporate statements studied are stressed. 
The study covers also the accounting treatment of pension costs, 
stock dividends, depreciation and accelerated depreciation, stock 
options, income and excess profits, taxes, and defense contracts. 


(176 Pages—Price $10.00) 
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Publications of The Institute of Internal Auditors 


Internal Auditing in Industry 


Edited by VICTOR Z. BRINK and BRADFORD CADMUS 
This volume—developed under the direction of the Research Committee of 
The Institute of Internal Auditors—is devoted to the specialized techniques and 
blems of internal control and internal auditing in eighteen diversified indus- 
ies. Those which have been selected represent a broad cross-section of modern 
business—from mining to motion pictures, from petroleum refining to public 


utilities. Price $5.00 


Internal Auditing Philosophy and Practice 


Edited by CHARLES J. FUE 
PAPERS PRESENTED During the 1942 - 1943 Season of THE INSTITUTE 
This volume comprises six parts: |. Internal Auditing Techniques, ||. Internal 
Auditing and Management, II!. Internal Auditing and Public Accounting, IV. 
Internal Auditing and the Securities and Exchange Commission, V. Interne! Audit- 
ing and Wartime Problems, and Vi. Internal Auditing and the Future. 
Price $2.50 











Internal Auditing Looks Ahead 


A SYMPOSIUM of Addresses Presented at the 
SEVENTH ANNUAL CONFERENCE OF THE INSTITUTE — 1948 
A consideration of internal auditing problems end professional goals of the 
future. Subjects covered include: Research in Internal Auditing Practices, Report 
Writing, Controllership and the Internal Auditor, industriel and Public Reletions 
Phases of Internal Auditing, etc. Price $1.00 





Transfer Binders 


FOR ISSUES OF THE INTERNAL AUDITOR 
Designed in box form to hold eight issues (two years) of The Internal Auditor. 
Price $2.50 





Order any of above publications from your favorite bookseller or directly from 
INSTITUTE OF INTERNAL AUDITORS, 120 Wall Street, New York 5, N. Y. 





Other Publications on Internal Auditing 


INTERNAL AUDITING—by Victor Z. Brink 
A text and guide book to Internal Auditing 
Ronald Press—15 East 26th Street—New York 10, N. Y. 


INTERNAL CONTROL STANDARDS AND RELATED 
AUDITING PROCEDURES $5.00 


by WALTER H. KAMP and JAMES A. CASHIN 


A case history description of an internal control program and coordinated internal 
auditing practices. 
Brock and Walls*t- -—39 Atlantic Street—Stamford, Conn. 


BASIC INTERNAL AUDITING ~« '‘CIPLES AND TECHNIQUES $2.75 


— 
— 


a 1 B. THURSTON 


An introductory book “ortance of modern internal auditing and its 
and procedures. 


Inte mpany—Scranton, Pa. 


INDUSTRIAL INTERN. $5.00 
t 7. R. DAVIES 


The principles and pra re discussed and specific functional 
audits are outlined. A are selected case problems. 


McGre “New York, N. Y. 


























